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INTRODUCTION 


The rapid developments of the past few years in the financial world 
and in the sphere of governmental policy require that the problems of 
money and banking be restated and given new study in the light of 
recent experience. The banking structure of many countries, and 
particularly that of the United States, is undergoing extensive re- 
organization. The character of our monetary system has likewise been 
transformed. Both the monetary system and the banking institutions 
of the country have become the instruments of a governmental policy 
which has far-reaching purposes. In consequence this field of study has 
taken on new importance, not only to the expert, but to everyone who 
seeks to understand the nature and functions of our social institutions. 

It is inevitable in existing circumstances that popular interest should 
be focused upon the novel features of our revised systems of money and 
banking and upon the more unconventional phases of the Government's 
policy. These modem problems cannot be understood, however, with- 
out preliminary and thorough study of fundamentals. The bank as a 
social institution continues to discharge the functions which it has ac- 
quired through a long process of evolution. Money is still governed by 
economic laws of long standing. These basic factors have not lost their 
significance, but, on the contrary, have become of increased importance 
in the setting of the modern world. 

Professor Bufener has prepared a book which brings a thorough 
knowledge of the essentials of banking organization and practice and a 
clear exposition of monetary principles to bear on present-day problems. 
An important feature of the book is its illuminating analysis of the his- 
tory of our financial' institutions. Since most of the experiments under 
way or proposed at the present time have been tried out in the course 
of banking history, the lessons to be learned from the past are of timely 
and practical importance. Professor Rufener, while bringing his data 
completely abreast of the times, has taken pains to emphasize the aspects 
of his subject which are of permanent significance in the field of money 
and banking. As a result of his skillful exposition his book serves well 
the double purpose of giving the student a thorough grounding in funda- 
mentals and at the same time equipping him to understand and appraise 
the problems and policies of our own day. 


E. S. Ftjbniss 
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This book represents not an effort to squeeze a somewhat attenuated 
Encyclopedia of Money and Banking in between the covers of a vol- 
ume of moderate size, but rather an attempt to give fairly adequate 
answers to such questions as the following, which might reasonably 
have been asked by millions of American citizens on or about July 
1, 1934: 

What is the significance of our federal banldng and currency legisla- 
tion of 1933 and 1934? Will it correct the evils against which it is 
directed, or merely bring new evils upon us? IWmt have been the 
fundamental defects of our banking and currency system? IWiy did 
more than a tliird of our thirty thousand banks fail in the dozen years 
follomng 1920? Why did our banking system collapse utterly in 1933, 
and why did our Government abandon the gold standard? What is 
one to believe in respect to the relative merits of a gold standard, a 
bimetallic standard, or a multiple standard of value? What can be 
gained or lost by changing the mint price of gold, prohibiting the free 
export and private oivnership of gold, or manipulating the foreign ex- 
change value of the dollar? "iWiat is the relation between the banking 
and currency system and periods of prosperity and depression? 

Such questions as these cannot be adequately answered by placing 
before the reader merely a detailed description of our financial institu- 
tions as they stood before the crash together with a chronological sum- 
mary of our banking and cuiTcncy legislation from 1791 to 1933, nor 
by subjecting him to a ponderous and arid dissertation on the ab- 
stract principles of money and banking. A reader unmercifully as- 
sailed -with all these facts, historical events, and fundamental principles 
is more likely to be dazed than enlightened. How, then, are these 
questions to be answered? The writer believes that the answers will 
be found in a critical discussion of the principles of monej’’ and banking 
in the light of their application in the developing banking and currency 
system of the United States throughout our national history. 

With the aid of the historical approach the reader is given, not merely 
a flat, still picture of the present system, but rather a moving picture in 
the nature of a stereoscopic view — with depth as well as merely super- 
flcial dimensions. In this picture he may see in operation the banldng 
and currency machinery based upon the laws. If, then, with the prompt- 
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ing of the author, the reader keeps in mind the principles of money and 
banking, he should understand pretty well the relation of the different 
parts of the picture to one another and the significance of the whole. 

He should be able to draw conclusions on how the .system has worked 
in practice and whether the laws have been based upon sound principles 
and the operations of the banking and currency sj'stcra have been in 
accord with the laws. He should observe (hat our past c.vpericncc may 
throw light on our problems of today. The reader may be impressed, 
for example, by the fact that the bimetallic controversy has run through- 
out our national history, and did not enter merely, and somewhat sur- 
reptitiously, in the Inflation Bill of 1933. More broadly speaking, he 
may observe that practically all of our banking and currency legislation 
has grown out of a desire to correct real or imaginary defects in pre- 
viously existing laws. Most of these laws arc not independent acts, but 
rather in the nature of amendments to prior acts of Congress. There 
is, consequently, no logical point to begin the discussion except at the 
bepnning, with the first banking and currency acts under the Constitu- 
tion. And, in fact, properly to understand the meaning of these early 
acts of Congress, we must make some brief observations on banking and 
currency conditions in the United States and the colonies in the days 
before the Constitution. 

In writing a book on money and banking which is not to be encyclo- 
pedic in scope, the author must face the problem of what to c,\-cludo. 
Without defeating the primary purpose of this book, it has been found 
possible to omit detailed descriptions of all financi.al institutions not 
directly concerned with currency problems — that is, all except com- 
mercial and central banks and those bureaus of the United States 
Treasury Department concerned with coinage and currency. WTth 
savings banks, investment banks, insurance companies, and building 
and loan associations we are not concerned except in a minor way; 
they issue no bank notes and create no deposit currency. A. single 
chapter is sufficient to indicate their importance and their relation to 
our monetary system. As for the commercial banks themselves, W’C 
are not deeply concerned with their internal mechanism — their de- 
partmental organization, their bookkeeping and their problems of 
personnel. These represent problems of banking practice. Our task 
IS to understand their relation to one another, to the Government, and 
to the general public. Our interest lies in questions of banking theory 
and public policy. 


^lORQANTOW'N, WeST VnSGINIA 


Louis A. Rupener 
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economic system of the country has functioned efficiently and smoothly. 
Among the factors ■which have contributed to this result, an important place 
must be assigned to the operation of our credit system and notahlj’’ to the 
steadying influence and moderating policies of the Federal Reserve System. 


There seemed to be sound reason to hope that the period of prosperity 
then entering its seventh year would continue and that new high levels 
of economic achievement would be recorded by the United States. 
The very fact that prosperity had been prolonged for the unusual 
period of she years -without a serious break had inspired confidence in 
its continuation. At no tune in our history had the majority of our 
business leaders faced the future more optimistically. 

There were, however, some grounds of apprehension — some sore 
spots in the economic organism. Agriculture had not shared in the 


great prosperity, and there was economic distress, and consequently 
political imrest, in the West and South. And on the security markets 
the great prosperity and high earnings of the corporations had become 
the occasion for rampant speculation, involving, as it seemed to some, 
an unduly large proportion of bank credit and the possibility of a danger- 
ous financial collapse. The Federal Reserve Board had in recent months 
become somewhat disturbed at the amount of bank credit absorbed in 
s^culative activities and had sent words of warning on the subject to 
t e re^ne banks. Others in high authority, however, had expressed 
t e opinion that the funds employed in speculation were not excessive 
and represented merely a normal amount with relation to the degree 
0 pros^rity and the great value of the securities dealt in. Another 
cause of uneasmess was the abnormally large number of bank failures 
year after year throughout the period of prosperity. The total number 

^ n ^ inclusive was 5000, or approximately 

one Ei-xth of all the commercial banks in the country at the beginning of 

“ost of these banks were small banks 
pSrve and were not members of the Federal 

ance from thf>™’ ' heved in many quarters that their disappear- 

prediction earlv in hazarded the 

hi?orv'Snc 2"' disastrous collapse in its 

‘“-^0.,. wapmg out mom than eighty per cent of the market vLe of all 
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the stocks listed on the New York Stock Exchange. The market price 
of bonds would sink to such low levels that the solvency of the strongest 
banks and insurance companies would be imperiled. Industrial ac- 
tivity would decline until more than a fourth of all our able-bodied 
workers would be unemployed and millions of persons would be forced 
to subsist on charity or starve. Railroad traflSc and revenue would de- 
cline so disastrously that only government loans would save the great 
railroad systems from bankruptcy. Commodity prices would fall so 
sharply that wheat in Kansas would sell for twenty cents a bushel, 
com in Nebraska for ten cents a bushel, oats in Iowa at a price so low 
that it would not cover the cost of harvesting the grain, and com would 
once more be used as fuel in the Middle West as in the hard times of the 
nineties. Farmers would be driven by these desperately low prices to 
open rebellion and would resist with violence public officials engaged in 
enforcing the law. Bank failures would increase in numbers and would 
involve some of the largest banks in the country. Other large banks 
would be saved from failure only by enormous government loans, and 
the banks would finally all be closed by a Presidential proclamation as 
a desperate device to save them from universal suspension and com- 
plete min. The gold standard would be abandoned by the United 
States Government, the President would be given dictatorial powers by 
Congress to establish a new monetary system differing perhaps quite 
radically from the old, and Congress would amend the banking laws, 
effecting radical changes in the conditions of bank-note issue, the ex- 
tension of bank credit, and the relation of the banks to one another and 
to their depositors. 

Preposterous as such a prediction would have seemed if it had been 
made in the prosperous early months of 1929, all of the events named 
had happened before the end of June, 1933. Never in history had such 
a cataclysmic change in economic conditions occurred — a country of 
120,000,000 people plunged in a period of less than four years from the 
heights of unparalleled prosperity into the depths of an imprecedented 
depression. 


2. Causes of the Economic Disaster 

When the financial chaos had become complete and the country was 
faced with the task of building a new financial stmeture from the wreck- 
age and amid the ruins of the old, there was general agreement that the 
economic disaster was the most appalling in the nation’s history, but 
there was no general agreement as to the causes of the disaster nor the 
means which should be employed to restore prosperity. A multi- 
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plicity of causes seemed to have conspired to bring about our economic 
dovmfall. Excessive speculation in land and securities, artificial 
price-fixing schemes by govermnents and private monopolies, inter- 
national trade barriers, betrayal of trust by great financiers, public and 
private extravagance involving the expenditure of more than current 
income of governments and the people and the contraction of Tiuge 
burdens of pubhc and private debts — all these were doubtless important 
contributorj’ causes of the disaster that befell the people of the "United 
States. 'VMiatever the relative importance of these various factors may 
have been, of one thing there can be no doubt; If our banking system 
as a whole had been sound and well administered and if the banks in- 
dnidually had been operating in accordance with sound banking 
theory, no such complete collapse would have been possible, however 
potent the other forces of economic and financial destruction had been. 
In so far as the forces of disaster were domestic in origin, they can be 
traced in large part to defects and mismanagement of our banking system. 
Aloreover, in so far as they were of foreign origin, they can be traced in 
large measure to mismanagement in currency and banking systems of 
foreign governments during and after the "World War. ’ 

' The question may then be raised. What was the nature of the defects 
in our banking system, and on what grounds may one charge that our 
banking sy.stera and the currency and banking systems of foreign na- 
tions had been mismanaged? An after-luncheon speaker might attempt 
to answer this question in a twenty-minute talk, but such an answer 
would be superficial and hardly worth the breath expended in delivering 
it. A solid answer involves no less than an exposition of the funda- 
mental principles of money and banking — a task far too long and 
complicated for a twenty-minufe intellectual-labor-saving talk, but one 
that can be properly performed only by writing a book. The task will 
bo performed the better if the principles of money and banking are 
discu=5ed, not merely in the abstract, as may be the principles of math- 
ematics, but in the light of their application in the development of the 
currency and banking system of the United States. 


3. Oun Vahious Kinds of Monet 
It irill be convenient to begin our discussion of the monetary system 
o e united States with a brief description of the various kinds of 
money m rirculation before the suspension of the gold standard in 1933. 

'^cre higlily abnormal for some time before that date, 

vMr i09n!^ul![ 1932 — the prosperous 

V 0 as well as any. On page 6 is reproduced the Circula- 
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tion Statement of United States Money for February 28, 1929, issued 
by the United States Treasury Department. The statement can hardly 
be said to be self-explanatory to the uninitiated, even though fooinotes 
are appended, and it must be carefully studjied if it is to be underkood. 

First of all may be noted that the statement lists no less than eleven 
different kinds of money in circulation. These include four kinds of 
metallic money, namely, gold coin and bullion, standard silver dollars, 
subsidiary silver, and minor coins; four lands of government paper 
money, namely, gold certificates, silver certificates, treasury notes of 
1890, and United States notes; and three kinds of bank notes — federal 
reserve notes, federal reserve bank notes, and national bank notes. Some 
of these different kinds of money had been in use ever since the es- 
tablishment of our monetary system by the Coinage Act of 1792; others 
had come into use by later acts of Congress, the newest having been 
the federal reserve notes and federal reserve bank notes provided for 
by the Federal Reserve Act of 1913. All remained in use until 1933, 
and all of them except gold coin and gold certificates will presumably 
continue to circulate after the coinage and currency legislation of 1933 
and 1934 has gone into effect, but in some cases the conditions under 
which they are issued ivill be altered. The following comments,' on these 
various kinds of money apply to the conditions and the laws under winch 
they were issued in 1929, and not all of them are applicable to cbnditions 
at the present time. Developments after 1929 will be considered in 
detail in later chapters. ^ 

4. Oun Gold Money 

All our metallic money is coined by the Federal Government under 
the supervision of the Director of the Mint. In 1929 gold was coined 
in four denominations, namely, in §2.50, §5, §10, and §20 pieces, the 
four coins being named officially the quarter-eagle, the half-eagle, the 
eagle, and the double eagle. Formerly a §1 piece and a §3 iliece had 
been coined, but both were discontinued in 1890, the first because it 
was too small for convenient use and was often confused with wie silver 
dime, and the second because it served no purpose important enough to 
justify the extra! mint expense of coining it.'- In 1930 the quarterkagle 
was also discontinued in the interest of economy; at the mint. [Since 
the establishment of the mint approximately three fourths of all the gold 
coined has been coined into §20 pieces, and since the fi^orld War, jwhen 
gold coins largely went out of circulation, not to return, only insignifi- 
cant quantities of smaller gold coins have been minted. Occasionally 
coins not regularly struck have been issued for commemorative purposes; 
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for example, the SoO round and octagonal Panama-Pacific International 
SnSn ,oW coin» of 1015 ond the Louisiana Purchase Expos,t,on 
SI pieces of 1902. Such coins arc sought after by com collectors and 

tend to be valued above their face value. 

In 1029 the gold dollar, although no longer coined, was nevertheless 

our unror standard of value, and if n, Wed under the ox^Wg aw 
wntilft linve contained 2.5.8 grains of standard gold. Standard gold is 
90 per cent pure, or, as it is commonly cxprc.ascd, nine tenths fine, con- 
sist of ntee parts of gold to one part of copper. Since 90 per cent of 
25 rfs 23 2Tour unit of value, the gold dollar, contained 23.22 grams 
of pure gold.’ It should be emphasized that this unit of ^ 

defi^nite quantity of gold of a definite degree of fineness, rather than 

mere V a coin- 23.22 grains of pure gold, or 25.8 grams of standard gold 
mcrclj a com, h onc-dollar gold coin. Nothing of value 

was a dollar just. . J * government stamp. The government 
was added to tlic gold p> me g 

slatnn merclv attested the weight and purity of the gold m the com. 

P , , 1 • rvtnii oneiVi irnn*^'ictions. it Cftii be used Tuost con- 

men gold ^ f coin but when handled in largo amounts, as 

vcmently m the fonn of com, „j.chnngc to settle intcmational 

when exported .""tmtiLs pXS^ gold 

trade balances, it by a stamp. Such a 

bars, with the ^ worth its weight in gold coins, 

bar, if made of stand.ird gold, mechanical 

The gold coins were ^ ^ to the dollar, 

perfection of the in nt firsl it is difficult to 

Tlmy were f impuri^^^ arc mmoved, and second, 
'aSofol IcpartTof .oM .0 oncj,aH of y or f, haxdcr and makes 
a more durable coin than practically pure gold. 

5. P^EB Coinage of Gold 
. • vaf rrnlfl If? 5n fact wc had had ever since 

In 1929 wo had Ikon coinage of gold implies 

the establishment of the mint. 

Federal re, orvo notes ore eccurc^ purcliased paper ns la cbinblo unaer includmB the Bold 

or of Bold and eb'J' j{‘ , must maintain « Bp'‘},'TYTnitrd States Treasurer, against federal reserve 
Act. !• cdcral bo deposited v itU the United states ot the United States 

redemption fund which u jj^vful money has been depo n National bank notes are secured by 

notes in actual "‘‘°^t„n,i,nfi federal reserve bank notes, ^ar Treasurer of the United 

'u“i;iLl'S^t3^Swhe|law^ 
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that the Government, which has a monopoly of coinage, will com gold 
in unlimited quantities for anyone who presents it at the mmt for that 
purpose. A slight distinction is made between coinage which is merely 
free and coinage which is both free and gratuitous. \^en coinage is 
merely free, the Government will com unlimited quantities of the metal 
for anyone, but will make a small charge to cover the actual cost of 
coinage. TVTien coinage is gratuitous as well as free, no charge is made 
for coinage at the mint. The practice of our Government has been to 
make no charge for actual coinage, but to make a small charge to cover 
the expense of refining and of supplying the alloy when other than 
standard gold has been presented for coinage. This has meant that 
anyone who brought standard gold bullion to the mint would receive 
in exchange, without cost, an equal weight of gold coins. When the 
gold was coined into dollars at the rate of 25.8 grains of standard gold, 
or 23.22 grains Of pure gold, an ounce of standard gold yielded S18.60, 
and an ounce of pure gold, $20.67. In effect the mint paid $18.60 an ounce 
for standard gold and $20.67 an ounce for pure gold, and this was known 
as the mint price of gold. The person who brought the gold to the 
mint for coinage might, of course, accept in payment other kinds of 
money, but the essence of free coinage is that he could demand gold 
coins for his gold. 

When standard gold bullion niay be exchanged at the mint for an 
equal jveight of gold coins, and when the gold coins may without 
penalty of the law bo melted down into bullion or exported without 
restriction, there cannot be more than a very small difference between 
the value of an ounce of gold bullion and an ounce of gold coins. 


0. STANnABD hlONET AlfD LeGAL TeNDEB 

This cquaUty between the face value of money and the material out 
of which it is made is extremely important. In 1929 gold money was 
the only one of the eleven kinds of money in circulation in the United 
States which met this test. The silver dollar, the subsidiary silver, and 
the minor coins were all made of metal worth much less than the face 
value of the coins, and the paper money of all kinds represented of 
course mere promises of the Government or of the banks to pay. For 
the banks this promise to pay meant to pay in gold or other lawful 
money, including silver dollars and United States notes; for the Govern- 
ment the promise meant to redeem in gold, and this applied not only to 
the govenment paper money, but also to the metalUc coins other than 
gold. Gold was, m fact, our only real standard money, the value of 
which determined the value of aU our other kinds of money. In the 
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last analysis, it was only the free interchangeability of gold gnd the other 
kinds of money which maintained the latter at its face value. , It should 
be added, however, that this free interchangeability could not have been 
maintained if there had been no restrictions placed upon the issue of the 
other kinds of money, concerning which more mil bo said later. ,i, 

Gold, our standard money, had full legal-tender power. Money, is 
said to have full legal-tender power, or to be full legal tender, when the 
law requires that it be accepted without limit in payment of any debt 
expressed merely in terms of tiic country's monetary unit, as the dollar, 
and not in specified money other than the standard money. T^iis does 
not mean that the debtor is freed from his obligation to p.ay if'his tender 
of the standard money is refused, but it does mean that he canno); ;bo 
compelled legally to pay in any other form of money and cannot, be held 
liable for interest charges or other expenses growing out of thcjCoUection, 
of the debt after the tender has once been made. For most practical 
purposes, however, the legal-tender power conferred upon any kind ,of 
money makes its acceptance in payment for debts compulsory. Tliis is 
a matter of no particular significance when the bullion content of the 
money is equal in value to the face value, but it may be a , matter, oI 
great significance when the material from which the money is made is 
worth less than the face value of the money. 

7. CorNAon on GovnnNMENT Accotxnt , ‘ , 

\ ' 

In 1929, as had been the case for many ye.ars, our silver, nickel, and 
copper money was not subject to free coinage, but coined only, on goyern- 
ment account. That is to say, the mint did not stand ready to ,coin, 
into money all the silver, nickel, and copper presented for coinage gnd 
return to the oiraers thereof an amount of coin in each case equal, in 
weight to the bullion presented, but on the contrary the mint purchased 
in the open market as much of such metals as was needed to, meet the 
requirements of the people for small change. , i , , 

The silver dollar had a peculiar status resulting from its earlier legal 
history, concerning which more will be said in later chapters. Here, we 
will note only that it was endowed with full legal-tender powers, ,bpt, not 
being freely coined, its legal-tender powers had no real significance. 
Because silver doUars had been coined in, superfluous quantities under 
earlier laws, none were being currently coined in 1929. Those which 
had been coined were made of standard silver consisting of nin,e parts of 
silver to one part of copper, and contained 412.5 , grains of standard 
silver, or 371.25 grains of pure silver. ,The subsidiaiy silyer coins con- 
tained the smaller amount of silver to the dollar of 385.8,, grains , of 
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standard sdver or 347.22 grains of pure silver. In due course will be 
considered the reason for this difference in weights. 

The subsidiary silver coins — that is, the half-dollars, quarter-doUars, 
and dimes — were legal tender only to the amount of ten dollars. 
Whether or not these small coins were full legal tender was a matter of 
small importance so long as they remained freely redeemable in gold, 
since in that case the debtor would have no great cause for forcing them 
upon the creditor in payment of debt, and the creditor would have no 
great cause for refusing to accept them in payment. Nothing more 
serious would be involved than the cost of transporting the undesired 
coins to the Treasruy, where they could be exchanged for their face 
value in gold, or other money. 

When silver is coined into dollars at the rate of 371.25 grains of pure 
silver to the dollar, as in the case of the standard silver dollar, one ounce 
of silver yields SI .29 in coin, and when it is coined into subsidiary silver 
coins at the rate of 347.22 grains to the dollar, it yields $1.38 in coin. 
But in 1929 the average market price of silver was less than 54 cents an 
ounce, and later the price fell even lower, sinking below 25 cents an 
ounce at one time in 1932. Obviously, if silver had been subject to 
free coinage, as gold was at the time, there could not have been this 
great difference between the value of an ounce of silver bullion and an 
ounce of silver coins. If the free coinage of silver into dollars of full 
legal-tender powers had been unrestricted, the market price of silver 
could not have been less than the mint price of silver, although, as we 
shall see later, it might have been more, in which case the bullion would 
not have been dehvered to the mint for coinage. 

With the market price of silver far below the face value of coins made 
from the silver that the Government bought for the mint, it is obvious 
that the process of coinage jielded the Government a handsome profit. 
It could, for example, make a million dollars in silver coins out of silver 
purchased for less than half that sum, and either use this money in 
paying government expciLses or exchange it for other kinds of money. 
The Government made even a larger relative profit from the coinage of 
the minor coins, the five-cent piece or nickel, and the one-cent piece 
sometimes called the copjicr. 

The nickel, so called becau.se it is commonly believed to be made of 
nickel, h in reality made of an alloy containing 75 per cent of copper and 
only 2o per cent of nickel. The cent is made of bronze rather than of 
copper, the composition being 95 jxjr cent copper and 5 per cent tin and 
imc. Obnously, with copper worth only a few cents a pound the bul- 
lion content of the minor coin.o is only a small fraction of their face value. 
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When a government makes a large profit from coinage by converting 
a given value in bullion into a much larger value in coin, this profit is 
called “seigniorage,” a term which came into use centuries ago when 
European rulers, or seigniors, made a practice of retaining for them- 
selves a part of the bullion presented to them by private individuals for 
coinage. Seigniorage is to be distinguished from the small charge, 
properly termed “brassage,” which may be made at the mint to cover 
cost of labor and materials used as alloys. According to the figures 
given in the Annual Report of the Director of the Mint for 1928, a 
fairly normal year, the seigniorage on the bronze coins struck during 
that fiscal year was 87 per cent of their face value, and the seigniorage 
on the nickel coins 86 per cent of their face value. The total income 
accruing to the Treasury in the form of seigniorage from the operation 
of the mint during the year was approximately 86,000,000, whereas the 
total expenses of the mint amounted to only 81)682,260. 

8. Government Paper Money 

Of the four kinds of government paper money in circulation listed in 
the Trcamrtj Statement of February 28, 1929, only three were in common 
circulation, namely, the gold certificates, the silver certificates, and the 
United States notes. The small quantity of treasury notes listed as in 
circulation had either been lost or had, because of their scarcity value, 
found their way into the museums or into the hands of private collectors 
of curios.^ 

Gold certificates may be thought of as warehouse receipts, or claim 
checks, for gold deposited with the Federal Government to be held in 
trust for its owners. They did not when issued represent an addition 
to the total supply of money in the country, but circulated merely as a 
substitute for the gold locked up in the Treasury. Carefully engraved 
on a special type of paper, they cannot be easily counterfeited,' and 
counterfeit certificates, because of their defective workmanship, cannot 
long remain in circulation without detection. The gold certificates were 
issued in denominations ranging from 810 to $10,000. 

Silver certificates represented silver dollars in the Treasury just as 
gold certificates represented gold. But there was an important dif- 
ference between the two kinds of certificates. The gold represented by 
the gold certificates was worth as bullion the face value of the certificates. 
But the silver represented by the silver certificates had to be in the form 
of silver dollars to be worth their face value; as bullion it would have 
been worth less than half their face value. The silver certificates were 

‘ Further disoussion of these Treasury notes will be found in Chapter VII. 
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issued in denominations ranging from $1 to $1000. In recent years 
practically all one-doUar bills in circulation have been silver certin- 

- The United States notes in circulation in 1929 were, like the gold 
certificates, redeemable in gold when presented at the Treasury, but, 
unlike the gold certificates, they had not originally been issued as ware- 
house receipts for gold deposited with the Treasury. On the contrary, 
they had first been issued by the Federal Government during the Civil 
War as a convenient means of meeting pressing obligations which the 
Government did not consider it possible or expedient to meet through 
raising money by taxation or loans. Instead of representing gold de- 
posited with the Treasury and being redeemable upon demand in that 
gold, these notes, commonly called greenbacks, when first issued, repre- 
sented merely a promise of the Government to pay at some future time 
— a promise the Government was not able to make good until 1879, 
the date of the “resumption of specie payment.” Even after the 
Government had the means of redeeming and retiring these notes, it 
was not found politically expedient to retire them, and a very large 
proportion of all that had been issued remained in circulation. When 
the old notes became '\mfit for use from wear and tear, they could be 
presented at the Treasurj’ for redemption, in which case the holder 
would receive upon demand either gold or other forms of money or 
sim'ply an equal amount of new notes of the same kind. When the 
Government paid out new notes of the same kind in redeeming the old, 
the total amount in circulation was not affected. If it redeemed the old 
notes in other kinds of money, it afterward paid out an equal amount 
of new greenbacks in meeting government expenses so that the total 
quantity of these notes outstanding tended to remain fixed. In 1900 a 
special gold fund was" set aside in the Treasury for the purpose of re- 
deenung the greenbacks on demand. In 1929 this fund amounted to 
$156,039,088, as against a total issue of greenbacks of $346,681,016, or 
about 45 per cent of the total amount of notes outstanding. Obviously, 
it all the holders of the greenbacks had presented them simultaneously 
for redemption, the redemption fund would have been far from adequate, 
and the Government would have been compelled to obtain gold from 
Eomc other sources or confess its inability to pay. No such possibihty 
exited in the case of the gold and silver certificates, since they were 
backed, as stated, dollar for dollar by gold coin or bullion and silver 
dollars respectively. 
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( 5). GovEnmiENT Money Classified 

The various kinds of government money described in -the foregoing 
sections may bo classified on the basis of their underlying sources of 
value as follows: • ^ ■ • < ■ 

1. Primarj’^ money ' * ‘ ‘ ' 

2. Token moneys ' ’ ' ' ” 

3. Representative money ' ■ > 

4. Credit money > . ' 

' • I • . f ' 

Primary money is money made of material worth as much as the face 
value of the money into which it is converted. The only kind of money 
that we had in the United Slates in 1929 which met this test Was gold: 
Primary money is likely to be standard money and legal tender, Lut 
standard and legal-tender money is not always primary money. .'For 
example, our greenbacks are legal lender, and during the period of 'the 
suspension of the gold standard during and after the Civil War, the 
greenbacks were our standard money, gold having gone out of use as 
money and liaving been priced as a conunodity in terms of greenback 
dollars. ' . * i , 

Token money consists of coins made of metal worth in bullion form 
substantially less than the face value of the coins. In 1929 all our 
silver, nickel, and bronze or copper coins were token tiioney, but during 
a considerable part of our national history our silver coins wore primary 
money with a bullion content equal in value to their face value." YTieri 
and why they passed from the status of primary money to token money 
will be considered in later chapters. Tlie only certain method of pre- 
venting the exchange value of token money from 'depreciating below 
its face value is to maintain its free convertibility into primary money. 

Should any Government on a gold standard attempt to gain huge 
profits by coining great quantities of token coins in excess of the amount 
required for small-change transactions, it would be unable to maintain 
their convertibility into gold because they would accumulate in banlcs 
or in the hands of business men and would be presented for redemption 
in such large amounts as to exhaust the Government’s gold reserve.' The 
token coins would then depreciate in value below the value of gold 
money, and if excessive coinage continued, their value would sink to the 
level of the value of the metal from which they were coined.. Should 
such coins be made of silver, for example, and be given full legal-tender 
power, silver money would become the primary 'money, 'witli’a bullion 
content equal to its face value. This would be because under these con- 
ditions people with debts to pay and other ■pa 3 Tnents to* make .would 
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prefer to use silver, the cheaper money, and gold would not be used as 
money, but would be hoarded, used in the arts or exported, in accordance 
with the principle known as Gresham’s Law, that cheap money drives 
dear money out of circulation. Prices thereafter would be made in 
terms of the silver money, and the standard of value, as the dollar, 
would mean, not the quantity of gold in a gold dollar, but the quantity 
of silver in a silver dollar. In this assumed case the silver money would 
have become primary money, not because its bullion content increased 
in value, but because its face value declined in terms of the commodities 
for which it could be exchanged. Concerning this much more will need 
to be said in later chapters dealing with the monetary history of the 
United States. 

Representative money is money in the form of warehouse receipts 
for metallic money or bullion deposited in the Government Treasury, 
such as our gold certificates. Strictly speaking, the metallic money so 
deposited must be equal in value to the amount of the representative 
money issued against it, and may not be used for any other purpose than 
the redemption of the certificates. While both our gold and silver cer- 
tificates haTC commonly been named as examples of representative 
money, it should be noted that the silver certificate of 1929 was not a 
true type of representative money, because it represented only silver 
dollars with a bullion content far below the face value of the certificate, 
and was maintained at its face value only by its convertibility into gold. 
In other words, the silver dollar certificate represented, not silver worth 
the face value of the certificate, but rather a promise to pay in gold 
stamped on a piece of silver worth less than fifty cents. 

Government credit money represents merelj* the Government’s prom- 
ise to pay. If credit money of a Government on the gold standard is 
to remain as good as gold, it must be redeemable in gold upon demand 
at all times, and this requires that the Government maintain an ample 
gold redemption fund, such as that held by the United States Govern- 
ment in 1929 against the greenbacks, which were a good example at 
the time of such credit money. 

Credit money is properly so called because it is a means whereby the 
Government obtains at once valuable goods and services in exchange 
or a promise to pay later, the essence of credit being the exchange of a 
promise to pay some time later for present goods and services. The 
gmemmcnt process of achieving this apparently desirable end is merely 
t of printing such promises to pay in the form of paper money, and 
° money to pay for labor and materials currently required 

uu ea of obtaining funds by taxation or by interest-bearing bond 
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issues. When a Government is unable to redeem its credit money upon 
demand in gold or other primary money, the paper money is said to be 
inconvertible and tends to depreciate below the value of the primary 
money. When such inconvertible paper money is given legal-tender 
power, and must for this reason be accepted by creditors in payment of 
debts, it is called fiat money because it then becomes money by virtue 
of government decree rather than because of any value derived from 
any other source. “Let these pieces of paper be money,” says the 
Government in effect, and they are money good for the purpose of pay- 
ing debts, however worthless they may become for other purposes. 
Inability of the Government to redeem its credit money ordinarily re- 
sults from excessive issues of it, and the degree of depreciation which it 
suffers depends primarily upon the quantity that is printed and placed 
in circulation, although other factors, later to be considered in detail, 
enter into the problem. 

To make the classification of government money given at the begin- 
ning of this section complete, we should add as a fifth class that type of 
money just considered — fiat money. Of this we fortunately had none 
outstanding in 1929. But in 1933 the greenbacks, which had been 
credit money convertible upon demand into gold, became inconvertible 
and could properly be designated as fiat money. In terms of gold the 
greenbacks, as well as all our other forms of paper money, had depre- 
ciated within a few months after suspension of gold payment to less 
than 70 per cent of their face value. At that time great uncertainty 
prevailed as to whether the paper money would again be made redeemable 
in gold, or depreciate much further as a result of excessive additional 
issues. 

10. Bank Notes 

To round out this brief preliminary description of our monetary sys- 
tem, as it stood in 1929, a few words must be said concerning our three 
types of bank notes — national bank notes, federal reserve notes, and 
federal reserve bank notes, but detailed discussion of these tluee types 
of money will be reserved for later chapters. 

The national bank notes were promises to pay issued by national 
banks, which were privately owned and operated banks organized under 
federal banking laws and subject to close supervision by the Federal 
Government.' These notes could be freely accepted as money with 
safety because the promise to pay which they represented was secured 
by the deposit in the Treasury of the United States of government bonds 
owned by the respective banks which issued the notes equal to or ex- 

^ Sec Chapter XXX for an explanation of the circumstances w’hich led in 1935 to the 
practical retirement from circulation of the national bank notes. 
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KINDS OF BANKS 

11. Bank Checks ano Bank Drafts 

The foregoing brief description of our gold, silver, nickel, and copper 
money, our four kinds of government paper money, and our three kinds 
of bank notes, while it embraces a great variety of money, nevertheless 
leaves out of account what has long been from the point of view of 
volume the most important of all our means of payment for goods and 
services, namely the bank check. 

Approximately 90 per cent of all "cash” payments made in the United 
States have for many years been made by bank checks and bank drafts. 
A bank check is a written order by an individual on a bank to pay a 
designated party a specified sum of money upon demand. Such an 
order drawn by one bank on another bank is called a “bank draft.” 
Whether or not a check is good depends, of course, upon two things: 
namely, upon the right of the drawer of the check to order the bank to 
pay and upon the ability of the bank to make payment as ordered. If 
the drawer* of the check has no deposit in the bank, or if the bank is 
unable to pay out deposits upon demand, the check is worthless. For 
these reasons checks do not circulate freely as money, and are accepted 
as cash by prudent persons only when they have personal knowledge of 
the integrity of the drawer and the soundness of the bank on which they 
are drawn. When endorsed by the person in whose favor they are 
drawn, bank checks may enjoy a limited circulation as money, but they 
tend always to be presented for payment promptly to the bank on 
which they are drawn, and thus to pass quickly from circulation, in 
contrast to government paper money and most bank notes which tend 
to remain in circulation indefinitely. 

j 12. Kinds of Banks 

Should this summary description of our monetary system be extended 
so far as to cover not only bank notes, bank checks, and bank drafts, 
but the banks themselves, it would be necessary to describe a very im- 
posing and confusing array of institutions — federal reserve banks, 
federal land banks, joint-stock land banks, federal intermediate credit 
banks, home-loan banks, national banks, state banks, stock savings 
banks, mutual savings banks. Morris-plan banks, investment banks, 
chain banks, branch banks, group banks, and other types of banking 
institutions not called banks at all, such as trust companies and building 
and loan associations. It would appear from even a brief survey of 
these multifarious banking institutions that, in helping to provide us 
With money and the mechanism of exchange in 1929, they played widely 
varying r61es. Some, for example, permitted checks to be drawn upon 
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them payable upon demand, and some did not; some issued 
and some did not; some performed both of these bank functions a 
performed neither of them; some were controlled or inspccte y 
Federal Government, some by the State Governments, and 
fortunately, by neither. Since, however, the purpose of this in ro 
tory chapter is merely to provide the reader with a bird’s-eye view o 
whole monetary system of the United States, and not with a ^ 
and intimate description of its banking mechanism, there is no n 
embark at this point upon an extended discussion of all our va 
types of banks. 

13. The Amount of the Various Kinds of Money 
We may now supplement our brief description of the various kinds of 
money hsted in the Treasury Siatemmt, with a few comments upon t « 
amounts of the eleven kinds of money in the country on February ^ > 
1929. First of all should be noted the distinction betweeh the to o 
stock of money of all kinds in the country and the amount in circulation- 
Money in circulation did not include money held in the United Stain 
Treasury or by the federal reserve banks, but included money in 
hands of the people, in the tffls and vaults of banks other than reserve 
banks, and in the treasuries of state and local governments. In shorti 
money in circulation included all money not held by the Treasury or by 
the federal reserve banks; it even included money hoarded by miser® 
^d others, and government paper money and bank notes issued by onr 
Government and the banks and held outside the continental limits o 
the United States or actually lost or destroyed. Our Government and 
banks knew, of course, how much money they had issued and out- 
standing, but they had no certain way of determining how much of this 
currency had been exported, lost, or destroyed. Ordinarily, not much 
paper money of any country will be ex-ported to other countries, since 
money payments made in foreign countries are usually made in the 
money of those countries or in gold. But during and after the World 
ar consi em c quantities of paper money issued in the Unite 
a es, an ere ore redeemable in gold, were placed in circulation in 
roS rr ^^he evils of depreciated or 
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The subsidiary silver coins were m greater demand, of the tota 

of 4 o 3 941,404, more than $280,000,000, or $2.35 per capita, were 
cLcSiu. Likeutse a very large proportion ot olUhe nnnot co® ^ 
of the three kinds of bank notes and of the greenbaclm was m ^ 
tion As to the bank notes, it should be observed that there was 
circulation a much greater amount of federal reserve notes than ot a > 
other kind of money, the amount of these in circulation having 
Rl 640,523,111, or $13.80 per capita, out of a total amount of money 
circulation of $4,698,362,323, or $39.38 per capita. These three kin 
of bank notes combined amounted to about half of the total amoun 


money in circulation. _ 

At the Iwttom of the Treasury statement just analyzed are giv 
pome comparative figures for earlier years. It is interesting to no e 
from these that the total amount of money in the country in 1914 was 
almost four times as great as in 1879, and that the amount of money le 
circulation per capita had more than doubled during this period o 
thirty-five yc,ars. During the six years from 1914 to. 1920 there was a 
further great increa.'c in the quantity ot money in circulation while the 
total amount in the country more than doubled. Erom 1920 to 1929 
the amount of money in circulation declined rather sharply from $53 to 
$39 per capita, althougli the decline in the total quantity of money to 
the country was more moderate. In 1931 and 1932, as we shall see in 
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a later chapter, the quantity of money in circulation increased enor- 
mously and reached a new high mark for all time. 

14 . Monetary Questions 

It will occur at once to anyone with an inquiring tjqie of mind that 
the foregoing brief description of the monetary system of the United 
States has raised a great many more questions than it has answered, and 
that is, in fact, one reason whj' this introductory chapter has been writ- 
ten. Why, for example, do we use money at aU, and if we find it neces- 
sary or expedient to use it, why have so many kinds? Are some kinds 
of money better than others, or is it a matter of indifference which kind 
we use? If several kinds serve our purpose better than a smgle kind, 
in what proportion should the different varieties be used? Why, for 
instance, have more federal reserve notes than gold certificates, more 
gold certificates than national bank notes, and more national bank notes 
than greenbacks? YTiy have more bank paper money than govern- 
ment paper money, and more gold than silver? Why have free coinage 
of gold but not of silver, and more silver in silver dollars than in a dol- 
lar’s worth of dimes? Why have more money at some times than at 
others? Do we have too fittle at some times and too much at others, or 
do we always have too little or too much, or just enough? Do we have 
too much of some kinds and too little of other kinds, or do we have just 
the proper blend to give the best results? Does business really require 
a carefully prepared mixture of eleven kinds of money to make it thrive, 
or would just one kind be better than many? Has our monetary sys- 
tem been intelligently planned to fit our needs, has it grown haphaz- 
ardly out of the clumsy blunderings of political incompetents, ignoring 
in their monetary enactments sound monetary principles, or is it the 
predatory result of the machinations of schemers and sharpers who use 
it as a device to rob honest people of the fruits of their toil? Even if a 
monetary system has been intelligently and honestl;^ planned to meet 
the needs of a people at a given time, does it not need sometimes to be 
overhauled and remodeled, or is there never any danger of obstructing 
trade and commerce vath an antiquated monetary system? 

An ignoramus might answer all of these questions glibly, since no one 
undertakes to solve all the abstruse problems of money and banking 
with more confidence than he who knows least about them. The care- 
ful student answers with more hesitation and discrimination. To him 
the answers to some of these questions seem obvious — they are clearly 
indicated by monetary theory and monetary history. But in the case 
of other questions, he must hedge his answers with qualifications, and 
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Chapter n 

THE FUNCTIONS AND QUALITIES OP MONEY 

1. Monetary Ills 

Dip where you will into the monetary history of the world during the 
last two hundred years and you will find the people suffering from badly 
contrived and badly managed monetary systems. The evils are not 
sporadic, but general and persistent. No country has escaped; no time 
has been immune; and at no time in history have the pernicious effects 
of unsound monetary and banking policies been more widespread and 
serious than during the period dating from the outbreak of the World 
War in 1914 down to the present time. There are living today hundreds 
of millions of people in Europe and America who could truthfully say 
of the currency of their respective countries what Pelatiah Webster 
said of the money of the American Revolutionary Period, namely, that 
the iniquitous currency had polluted the equity of the laws; turned 
them into engines of oppression and wrong; corrupted the public ad- 
ministration of justice; destroyed the fortunes of thousands who had 
the most confidence in it. 

There can be but little doubt that economic losses growing out of 
monetary and banicing disturbances in the United States during the 
depression of 1929-33 exceeded in amount the entire cost to us of the 
World War, and that such disturbances caused similarly heavy losses 
in Europe and the rest of the world. And it should not be forgotten 
that such economic cataclysms as we have recently observed in the 
United States and other countries involve more than mere financial 
losses. They involve just as truly as war itself the loss of hundreds of 
thousands and even millions of lives, since lives can be cut short by 
starvation, worry, and malnutrition quite as effectively, if not so sen- 
sationally, as by bullets, bayonets, and poison gas. 

The question may then well be raised. Why use money if doing so 
entails such grievous consequences? It is obvious that money of it- 
self does nothing directly to sustain life or to make life more enjoyable. 
Food, clothing, shelter, fuel, books, music, automobiles — these are 
produced neither by the government mint or printing press, nor by the 
banker in his little cage, and not even in the gold and silver mines, but 
rather by land, labor, capital, and management. Communists and 
others pondering this problem have at times pronounced money a 
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non-essential, and have considered its abolition. [°^^thout 

it is conceivable that money as we know it might of 

loss to the community, but not so under the 

private enterprise, with its and its 

operated lor profit, with its costly and comphcated 
expensive use of the complex division of labor. This system c o 
operated without the use of a medium of exchange, ^ standard . 

a^standard of deferred payment, a unit of account. These four ? 
represent at the same time an enumeration of the functions of mo J 
a definition of money. Money is what money does, and it is “O 
telligibly defined in terms of its functions. Money was used to 
these four purposes, and aho as a store of value, long before the capi 
istic system developed, and it might be so used under communism, as 
in fact actually is used in Hussia at the present time. But under o 
systems of economic organization it is merely useful; under capita is i 
it is indispensable. Consider why this is so. 


2. FuNnAMENTAL FUNCTIONS OF MoNET 
To demonstrate that money is a necessary adjunct of the capitalistic 
systern of private enterprise involves a consideration of the functions 
of money. YThile writers commonly enumerate four or five fi^°' 
tions, there are in reality only two fundamentally distinct functions 
of money, namely, that of a medium of exchange and that of a standar 
or common measure of value. Even these two functions are closely 
interrelated, as we shall see, and other uses of money often named, sucn 
as a standard of deferred payment, unit of account, and store of value, 
represent merely different names for or slight variations of one or the 
other of the two fundamental functions. 

‘ A medium of exchange is literally a go-between, an intermediary 
agent, facilitating the exchange of one commodity or service for another. 

A farmer, for example, has produced more potatoes than his own house- 
hold requires, but no sugar. If) now, he should trade some potatoes 
directly to someone else for sugar, the trade would have been con- 
summated without' a medium of exchange. If, however, the farmer 
should sell his potatoes for money and with thie money buy sugar, 
he would be using ’the money as a medium of exchange. In this 
case he would also and necessarily be using money as a measure of 
^ould not merely be trading potatoes for money in the 
abstract, but a certain quantity of potatoes for a definite quantity of 
money, and he would in turn tradfe a definite amount of money for a 
efinite quantity of sugar. He would, in other words, have been measur- 
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ing the value of potatoes and sugar in terms of money, or he would have 
sold his potatoes and bought his sugar at a price, s . ■ ■ 

If this trading had taken place in the United States sometime prior 
to our departure from the gold standard in 1933, the price of potatoes 
would have been expressed in terms of our gold doUar of 23.22 grains 
of pure gold, as would also the price of sugar. A price of one dollar a 
bushel for potatoes and of five cents a pound for sugar would have im-- 
plied the following equations : • . - 

66 pounds of potatoes = 23.22 grains of gold, or' SI 
20 pounds of sugar = 23.22 grains of gold, or SI. 

It is obvious that money — gold in this case — is used here as a' common 
measure or denominator of value, and that by tliis means' it becomes 
possible to add the value of a bushel of potatoes to that of twenty 
pounds of sugar, and express the total in a single figure, $2. This com-' 
mon denominator of value becomes the unit of account in bookkeeping. 
By expressing the value of all his possessions in terms of this unit, the 
gold dollar, for example, the farmer, the storekeeper, or the manu- 
facturer can keep his accounts in a simple and inteUigible way; ' ' 

When this unit of accoxmt is fixed by law as consisting of h given 
amount of metal of some kind, as 23.22 grains of gold, and is made 
legal tender, it becomes the country’s standard of value as well as its 
standard of deferred payment, in terms of which debts are paid. If 
the farmer had sold some wheat and,' instead of 'expending the money 
received for it at once, had laid it away for use’ at some subsequent’ 
time, he would have been using this money as a store of value.’ ’ • 

3. Monet AS A Store OF Value ,,, , ; 

Money may be used as a store of value in two ways or for two pur- 
poses. First, it may be kept on hand in moderate amounts for r4latively 
short periods of time, particularly by persons who do not carry a bank 
account, as a matter of convenience in making purchases at' an opportune 
time. Thus, farmers and workmen in moderate circumstances may 
have on hand at times several hundred dollars in 'Cash. If 'has often 
been suggested to such savers that this is an unwise practice, since this 
money may be lost or stolen from its hiding-place, and that it 'would be 
better to' place the money in a' bank where it would at least be safe and' 
might -draw interest. When, however, about one third of' our banks' 
failed, with enormous losses to depositors, during the period from' 1921 
to 1933, this advice unfortunately lost rauchmf its value. 'Tn such a' 
period of numerous bank failures as we have jusf been passing through,' 
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many people who ordinarily do not keep much money on hand tend to 
withdraw considerable sums from banks and hoard them, and this lop 
resents the other purpose for which money is used as a store of value 
Not only as a result of bank failure, but because of pohtical turmo’ , 
or of inability to find suitable investments for savings or for otter 
reasons, some persons may hoard large sums of money over long pudo s 
of tune. Two or three hundred years ago, for example, it was difficua 
or a pereon not himself engaged in business to find desirable invest- 
ments. There were then no corporation stocks and bonds, nor a great 
vanety of gover^ent bonds, and many other kinds of investments now 
available were then practicaUy unknown. Under the circumstances it 
was not uncommon for prosperous nersnns a considerable 
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that standard, all property and all services are valued in terms of such 
dollars of 23.22 grains of gold, and business transactions are carried 
on and obligations are met on that basis. The standard of value, the 
measure of value, the unit of account, and the standard of deferred 
payment are all identical — 23.22 grains of gold. 

But how about the medium of exchange? In 1929, as we observed 
from the Treasmy statement reprinted in the preceding chapter, gold 
money circulated in the United States only to a limited extent, and the 
same was true of the gold certificates. The money in circulation — the 
actual medium of exchange — consisted mainly of bank notes, green- 
backs, silver certificates, and subsidiary silver. The gold and gold 
certificates comprised but little more than one fourth of all money in 
circulation, and the gold alone less than one twelfth. Moreover, some- 
thing like ninety per cent of all business transactions were conducted 
without the use of actual money at aU — bank checks serving here as a 
substitute medium of exchange. It would doubtless be correct to state 
that gold was used as a medium of exchange in less than one per cent 
of all business transactions in the period between the World War and 
the collapse of the banking system in 1933. From this it would seem 
that there had been almost a complete separation between the money 
used as a standard of value and the money used as a medium of ex- 
change. Might it then not reasonably be concluded that the separation 
could be made one hundred per cent complete, so that no more gold at 
all would be required as a medium of exchange, and so that it would 
have no other necessary purpose than to serve as a standard of value? 
And if this were the only necessary function of gold, would not one unit 
of 23.22 gi’ains be sufficient to serve this purpose, being in fact merely a 
tangible expression of the legal standard — the gold dollar? One must 
proceed with care here, for it is possible to fall into gross and costly 
errors of more than academic importance. 

It will be helpful to clear thinking on this point if one bears in mind 
that all the various kinds of money other than gold which were in 
circulation during our gold standard days were not acceptable in trade 
at their face value in gold coin merely because they were labeled money, 
but rather because they represented promises of the Government or the 
banks either to redeem them directly in gold, or to redeem them in 
other forms of money which in turn were redeemable upon demand in 
gold. It was only the interchangeability of these various promises to 
pay with gold coin that maintained them on a parity with gold money, 
and this applies also to the bank checks and bank drafts so widely used 
as substitutes for money. 
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circulating medium of excirange becomes irredeemable m 
cold in a country which has been on the gold standard, and thus 
longer represents the vicarious circulation of gold, it becomes its^l y 
that very fact the standard of value, as was the case vdth our greenbac ' 
during the Civil War and vith our various kinds of paper money an 
silver dollars in 1933. The position of the paper money as standar 
money will become more clear if it is declared to be legal tender by law. 

I£ we may draw our conclusions from monetary history, there is on y 
one way in which to ensure redemption of other kinds of money in gol 
upon demand, and that is to maintain such large gold reserves in the 
banks or the Treasury that they amount to a very substantial per- 
centage of all the other kinds of money and substitutes for money ia 
circulation. It is not necessary that the gold actually be used in large 
quantities as a medium of exchange, but it is necessary that it be avail- 
able for such use, for, if it is not available, confidence in the converti- 
bility of the paper money and bank checks and deposits wanes. W anmg 
of confidence when gold for redemption purposes is lacking is fatal; 
the banks and the Government must then face a run on their gold 
reserves and speedily confess inabihty to pay in gold. Once such a 
confession is made, the equahty between the face value of the in- 
convertible money and its actual value in gold coin and bullion vanishes. 
It depreciates in value until a dollar of it will exchange for only a 
fraction of the standard gold dollar, or, in other words, gold goes to a 
premium. How fast or how far it will depreciate and how high prices 
will rise in terms of this sort of money depends upon various factors 
discussion of which will be postponed to later chapters. 

5. Pre-Capitaustic EcoNomc Organization 

Let Us now turn from this discussion of the functions of money to an 
elucidation of the statement made a while ago that, although money 
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might be merely useful under other forms of economic organization, 
under' the capitalistic system of private enterprise it is indispensable. 
Obviously, under that early form of economic organization referred to 
as the self-sufficing household, money was not required; in such a group 
there did not need to be an exchange of products on a quid pro quo basis. 
All the products of the group could be thrown into a common store from 
which the various members of the group would be supplied, within the 
limits of the store, according to their needs. These ancient groups never 
suffered from the shocks and anxieties of monetary crises and banking 
panics, but nevertheless they did not enjoy a high degree of economic 
security. Within these small groups division of labor, or specializa- 
tion, could be applied only in a limited way. As a consequence goods 
produced and available for consumption were small in quantity and 
limited in variety, and the standard of Hving of the group was neces- 
sarily low — not much above the level of the equally self-sufficing 
families of wild animals. With scanty stores laid up for future use, they 
frequently suffered famine. Those who in time of national distress 
such as we have been passing through would find refuge frorn mone- 
tary ills by reverting to that ancient system would doubtless not find it 
measuring up to tbeir expectations when put to trial. The “back to the 
soil” movement widely advocated as a remedy for unemployment repre- 
sents a tendency toward such a reversion — economic atavism, as it were. 

The handicraft system, which was the dominant form of industrial 
organization for thousands of years before the Industrial Revolution 
of the late eighteenth and early nineteenth centuries, afforded greater 
opportunity for specialization than the • self-sufficing ■ household, and 
consequently achieved greater efficiency in production and. permitted, a 
higher standard of living. With each worker specializing at a trade, as 
that of the tailor, the shoemaker, or the blacksmith, exchange of products 
became necessary, and money came into use as a medium of exchange, 
not as a necessity, but merely as a convenience. If the handicraftsmen 
had found that their use of money involved such intolerable evils * as 
have lately afflicted the capitalistic world they could have abolished its 
use and resorted to trade by barter. . ■ , . ' . , * 

Trade by barter — that is, direct exchange of one commodity for an- 
other, without the interposition of money as a medium of exchange — 
involves some serious difficulties, even under a simple form of economic 
organization such as the handicraft system. One of the difficulties 
arises from the fact that each party to the trade must .have what the 
other wants and want what the other has. This condition has come to 
be referred to as the double coincidence of barter.. -Concretely, the 
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shoemaker who wants to trade shoes for hats must find a 
wants to trade hats for shoes. As an alternative the shoema 
accept things he did not need in exchange for his shoes — tor > 

goats or pigs — and then undertake to find a hatter willing o 
hats for goats or pigs, thus accomplishing by roundabout tra g 
he could not by direct trading. A great deal of time would e 

such roundabout trading. _ fo of 

A second difficulty of trade by barter is involved in fixing a ra i 
exchange which makes the trade possible, particularly when nei 
of the objects to be exchanged is divisible into fractions without oss ^ 
value — for instance, hats and shoes. If, in this case a fair 
exchange were determined to be seven pairs of shoes for eleven 
then these two numbers would represent the minimum quanti^ o 
these articles that could be traded. Obviously, this difficulty woul n(^ 
be encountered in trading wheat for potatoes, or potatoes for shoes, 
further disadvantage of trade by barter is that without a common meas- 
ure or standard of value, such as is represented by a gold dollar or ir 
or mark, in terms of which all commodities are valued or priced, tra e 
must learn to know the value of any commodity in terms of any ot 
commodity, invoUing a very great number of ratios of exchange. 

Nevertheless, trade by barter, while presenting difficulties, is feasib ^ 
under a form of economic organization such as that of the simpe 
handicraft system with production carried on in small shops, on a 
small scale, by a master with a few helpers, working with simple tools- 
Among the workers in such shops there is no great degree of specialisa 
tion or differences in functions, and no insuperable difficulties would 
arise in arranging for an equitable division of the product. Even the 
distribution of the product between labor and capital would involve 
no great problem, since capital employed is relatively small. 

C. Money Inoispensable under the C.vpit.ai.istic STSTrai 
Under the capitalistic system, as it has developed in advanced ffi 
dustrial countries, trade by barter has become wholly impracticable- 
Y c have here not merely a few men eo-operating, with the aid of little 
capital, in prc^ucing some simple product like shoes, of which each 
participant might receive directly, and without the interposition of 
money, a share gcncnilly regarded, without a great amount of squabbling, 
fair. \Sc have instead hundreds, or thousands, and in some cases, 
imndreds ot thousands of persons co-operating in a joint enterprise under 
condemns th.at make impossible a simple dhdsion of the physical 
product among them. 
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The various persons connected with the enterprise contribute dif- 
ferent things or unlike amounts of the same things so that equal shar- 
ing of the product is inequitable, and a common measure of value is 
necessary to determine the fair share of each contributor. Some have 
contributed labor of various sorts — sldllcd, unskilled, clerical, manage- 
rial. Some have contributed capital, and the contributions of capital 
may have been made subject to varjung conditions. Some have given 
capital with the understanding that they took no risk of loss; some have 
contributed capital with the understanding that their share of the capital 
would bear the brunt of all losses of capital. The innumerable classes 
of bonds, notes, and stocks issued by corporations indicate how widely 
different are the conditions accepted by the contributors of capital. 
Some contribute neither labor nor capital, but merely ripe judgment or 
the prestige of a great reputation for successful business operations. It 
is needless to enlarge upon this particular difficulty of determining a 
fair distribution of the product wthout some common measure of the 
value of the goods or services contributed by each participant in the 
concern. 

The very nature of the product of modem business concerns repre- 
sents another obstacle in the way of dispensing with the use of money. 
In most cases the physical product could not be distributed directly 
among the contributors to the enterprise or would not be wanted by 
them; consider, for example, locomotives, steam shovels, surgical in- 
struments. Nor could such products be traded with advantage to other 
groups of producers for other products more directly useful and more 
readily distributed. Such trade by barter would merely multiply the 
difficulties. 

If money had never come into use before, it would have been num- 
•bered of necessity as one of the great inventions of the Industrial 
Revolution, which, along with machinery, mechanical power, and com- 
plex division of labor, made the factory system of production and dis- 
tribution possible and effective. With the use of money in its double 
capacity of a measure of value and a medium of exchange, the dif- 
ficulties of distribution under the capitalistic system, which would be 
insuperable with exchange only by barter, largely melt away. Money 
reduces all things to a common denominator, and makes it possible for 
each contributor to a business enterprise to receive his fair share of the 
product in a usable form; provided only that prevailing market prices 
are in such relation to one another that they may be considered fair. 
Workers are paid in money at the prevailing rates of wages for each 
particular class of labor. Bondholders are paid the prevailing rate of 
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pure interest for the use of their capital with an 

scaled in proportion to the risk they may be presunaed to 

of losing Lh capital. The stockholders are simUarly 

a greater premium if the enterprise is highly J 

with the loss of their capital if the project is poorly planned and managea 

and collapses. Those who supply material and supphes are pai 

the prevailing market prices. 

This capitalistic system of production and distnbution, now 

in its second century, has, during most of its hfetime, prove to es 

much more efficient than other systems which have preceded it, sucn a 
the self-sufficing household system and the simple handicraft systein, 
that it would be folly to abandon it and revert to the older systems in 
order to escape the evils connected with the system of money exchange. 
There can be but little question that at the very depth of a bad depres- 
sion under the factory system of production we are producing more 
goods per capita than were ever turned out by other systems of produc- 
tion in their most prosperous times. And it is not certain that t e 
privation and sufiering of the unemployed during a capitahstic depres- 
sion are as great as the privation and suffering which often fell to the lo 
of the common people in the so-caUed good old times. 


7. CoimuNisM ANn Money 

There are millions of people who believe that communism represents 
a form of economic organization more desirable and more efficient m 
providing a high standard of hving for the average man than capitalism. 
Whatever the merits or defects of communism may be, it is true that 
under this system monetary ills could be avoided because no money 
would be required. The communistic state, theoretically, represents 
the welding, at least for economic purposes, of all the families of a 
country into one large family. All the individuals of this large family 
produce, according to their respective abffities, for the common store, 
and from the common store may be supphed with goods according to 
their needs. The pure communistic state is, in effect, a great self- 
sufficing family, not concerned of necessity with trade on a quid pro quo 
basis, except in connection with international trade, trade which might 
readily be conducted on a barter basis. 

This is not the place to enter into a detailed discussion of com* 
munism, but it is necessary for our purposes to point out the basic fact 
that no more goods can in the long run be drawn from the common 
store of the communistic state than have been placed therein, and to 
note some of the inescapable consequences of this fact. Since no more 
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can be drawn out of the common store than is placed therein, it beccHnes 
necessary to balance production with consumption, not only for all goods 
in the aggregate, but for each particular class of goods, and this requires 
that someone in the communistic state must be given authority over 
both the production and the consumption of the members of the state. 
For it is to be assumed without question that if left to their o^vn in- 
clinations the individual communists would produce so little and want 
to consume so much that the common store would loom large in no 
other form than as a bone of contention. 

Official control over production and consumption down to the most 
minute detail being essential to the functioning of the communistic 
state, it remains to consider by whom this power shall be e.xorcised. The 
control must in the nature of things be highly centralized. None but a 
highly centralized government could succeed in so planning production 
and distribution as to provide goods in the proper quantity and variety to 
citizens in all parts of the country at all times, so that neither gluts nor 
famine should prevail. Under the system of private enterprise this 
balancing of production and consumption, this geographical and personal 
distribution of goods, although far from perfect, is brought about in its 
imperfect form automatically through the interaction of demand and 
supply and market price. People’s consumption is limited not merely 
by their desires, but also by their money incomes and the prices of goods. 
Warehouses do not tend to become completely emptied, for when cer- 
tain kinds of goods become scarce their prices rise, and production is 
increased under the spur of larger profits. Gluts may develop, but when 
they do prices of the particular commodities concerned fall, consump- 
tion is increased, and production declines. A glut in one section of the 
country while a famine exists in another section brings its own remedy — 
a difference in prices more than covering the cost of transportation from 
the point of glut to the point of famine. Only artificial price-fixing by 
governments or private monopolies prevent such adjustments from being 
made \vith a fair degree of promptness. 

For a few officials to undertake to do under communism what is more 
or less automatically accomplished under the price and profit system by 
price variations, is to undertake a tremendously complicated task and to 
exercise tremendously important powers. Unless they can exercise 
these powers in a way that will satisfy the majority, it does not seem that 
they can be chosen and remain in power under a democratic system. 
Communistic experiments on a democratic basis have usually been 
short-lived simply because the men placed in control have not been 
able to satisfy the majority of the members of the community in their 
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eSorls to toW production and — ta 
nrunisltc atato. it should bo cmphasircd, ‘ .om- 

balancing ol production and co^umption ‘ ‘ “ ,„„5t 

be litricted in thoir consumption ot the things they desire “ 
mth the total quantity available lot oonsoniplion Ij- all. In the 
of things dissatisfaction with tasks allotted and ’’'^^'ons id 
likely tf be rampant. It is significant that the great “ 

munLio evperiment in Russia, dating Item the everthrou- o^Jje 
czarist regime, has been carried on under a dictatorship. Un a 
cratic basis it would long ago have collapsed because the J 

■would have been voted out of office as frequently as they demand 
the people more than the latter wanted to give in labor and sacn , 
as frequently as they gave to the people less than they demande 

leisure and lu-xuries. , 

The Russian venture in communism is the more signilicant lor 
people of the United States in view of the great experiment of our oun, 
begun m 1933 , of economic planning on a national basis and of go\cm 
ment control over the whole field of industry, invoMng in some measure 
the problems of administration of the communistic state. Should t us 
experiment, as some persons hope and as others fear, lead us into com- 
munism itself, our monetary problems would grow less whatever mig i 
be the result in problems of administration and control of production. 
It may be pointed out, however, in tliis connection, that, while com- 
munists have at times demanded the abolition of money, the com- 
munistic Government of Russia has chosen to retain it as a useful dexice. 
In communistic Russia it still serves as a standard and measure ot 
value, a unit of account and a medium of exchange, although subject 
to restrictions not found in a capitalistic state. To some extent, too, 
money and prices are still used in Russia to regulate production and 
consumption. 


8. The Qualities op Money and its Quantity 

In the foregoing sections of this chapter have been discussed the 
functions of money and the reasons why money of some sort is indis- 
pensable in a capitalistic state. In the preceding chapter were dc* 
scribed the various kmds of money used in the United States in recent 
years, and the xmrious kinds of money were classified under the five 
heads, primary money, token money, representative money, credit 
money, and fiat money. We are now ready to proceed a step farther 
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in our discussion of money, and to consider the qualities which good 
money sliould have. 

Here the first thing to note is that monetary controversies — and they 
arc rarely lacking — tend to center about the quantity of money 
rather than about its qualities. People quarrel less about the kind of 
money that they want their country to have than about the amount of 
it which they want placed in circulation. In so far as there are impor- 
tant differences of opinion about what constitutes the right kind of 
money, they arc usuallj' based upon the fact that one faction wants the 
kind of money which can most readily be increased in quantity while 
the other faction is opposed to the expansion of the currency and thus 
prefers money which cannot readily be increased in quantity at the 
n him of the Government or the will of the people. Thus, the advocates 
of the use of silver and paper money at various times in tlic United 
Slates have cared less for the silver and paper money, as such, than for 
the greater quantity of money that could be placed in circulation by 
free coinage of silver or unlimited use of the government printing press. 
They have objected, not to gold money in itself, but to the small quan- 
tity of gold money, this quantity being limited strictly by the produc- 
tivity of the gold mines of the world and the state of international trade. 

0. QuALiTins or Goon Prim.a.ry Monet 

It will be convenient to begin this part of our discussion with an 
enumeration of the qualities of good primary money. Primary money, 
it will bo recalled, has been defined as money made of materials worth 
as much as the face value of the money into which they are converted 
and is to be sharply distinguished from token money, representative 
money, and credit money. The value of the primary money lies in 
the material of which it is made, whereas the value of the token, repre- 
sentative, and credit money depends, generally speaking, upon the 
promises made, implicitly or explicitly, to redeem these various kinds of 
money in primary money having a commodity value equal to its face 
value. Good primary money should be both a good measure or stand- 
ard of value and a good medium of exchange. The qualities which a 
commodity used as primary money should have, to serve both of these 
purposes well, are readily perceived and have often been enumerated. 

In his admirable book Money and the Mechanism of Exchange, 
published more than half a century ago, the famous English economist 
Jevons enumerated the qualities of good money as follows:^ 

' W. S Jevons, Money and the Mechanism of Exchange, p, 31. D. Appleton and Com- 
pany, New York, 1802. , 
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the functions and quadiiies of money 


1. mility and value 

2. Portability 

3. Indestructibility 

4. Homogeneity 


5. Divisibility 

6. Stability of value 

7. Cognizability 


Because of the rfence 

All seven oi lu h ^ medium of exchange. They are 

primary money which i Tint itself to be used as a 

not all essential to primary money renresented in circula- 

are W aU iseatial to th. cn^t, tok^, or repreaentattve 

“°S oS a commodity which is to be used as primary 
have utility or the power to satisfy human wants as 
must be sufficiently scarce to give it value or power “ will 

commodity. U it does not have these powem as ^ "°^°^ally^- 
Tint make good primary money because it will not be generauy 
ceptable in exchange. This does not mean that it must have the po 
to satisfy directly the want of each person to whom it may be tendered 
as money, but it does mean that it must be generally recogmzed a 
having the power — as a mere commodity — to satisfy the want 
BO many people in the community that no difficulty will be encoun er 
in passing it on to others by anyone who does not care to retam i as 

commodity for his own use. , . , t /.rmld be 

Naturally, if every successive holder of any kmd of money coula 
assured that he could pass it on to others without loss, no one wou 
need to hesitate to accept it for things of value, even if it were made o 
materials having only a negligible commodity value. But just here 
hes the point. Nothing will give this assurance except the ultimate 
power of the material of which the money is made to satisfy wants 
directly as a commodity. Sight is sometimes lost of the fact that it is 
the commodity value of gold which gives it world-wide acceptance as a 
medium of exchange. People are inclined to think that gold is desired 
just because it is money which gives its possessors the power to procure 
want-satisfying goods in quantity and variety hmited only by the 
amount of the gold they possess. But this is a misunderstanding of the 
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true development of the use of gold as a medium of exchange. This 
metal came into general use as money over practically the whole world 
because of its utility for non-monetary purposes. It had such qualities 
of beauty that it satisfied the craving for personal adornment of all 
people who became familiar with it. It was this quality of gold, to- 
gether with the fact that it possessed all the other qualities of good 
money, that brought it into general use as money. Naturally, after 
gold had come widely into use as money, the demand for it as money 
became the most important part of the total demand for gold and this 
increased its value. But to assume that gold is greatly desired merely 
because it is money, rather than that it first became money because it 
was greatly desired, is to put the cart before the horse. This point 
is of more than academic interest. It has considerable bearing upon 
the practicability of a system of ideal money such as has not infrequently 
been advocated. 

10. Ideal Money 

The notion persists that some sort of money could be devised which 
would be merely money and nothing more, and that the quantity 
thereof would be more readily maintained at just the right amount in 
relation to the requirements of trade and commerce than such a com- 
modity money as gold. It is observed, for example, that paper and 
token money are readily acceptable regardless of the fact that they have 
little or no value except that given them by the letters or figures 
stamped or printed upon them, indicating the amount of money they 
represent. While it is recognized that such money is ordinarily readily 
acceptable only because it represents a promise to pay in gold, it has 
been observed more than once in the history of nations that it will 
continue to circulate as money even when the Government which has 
issued it becomes unable to maintain redemption in gold, as in the case 
of our own greenbacks from the date of their issue to 1879. In such 
cases the value of this money tends to fluctuate with the quantity is- 
sued, and from this fact the proponents of ideal money reason that all 
that is required to make money acceptable in exchange is to regulate 
its quantity — a given quantity of paper money, not redeemable in 
gold, would have the same value, dollar for dollar, as the same quantity 
of gold money or other money redeemable in gold. The quantity, they 
say, is the thing, not the quality. 

If such ideal money would actually work in practice, primary money 
having a commodity value equal to its face value would no longer be 
needed. Such ideal money would need to have no commodity value at 
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12. Durability 

It will be well to substitute for Jevons’s term “indestructibility” the 
less exacting term of “durability,” to represent our third quahty ^ 
quired in good money. Good money needs to be merely higlily durable, 
and not indestructible; it would, in fact, be impossible to provide a 
country with indestructible money, since no commodity in any par 
ticular form is indestructible. But a considerable degree of durabihty 
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n eces to £ ralgar^ated again into an aggregate of the sarne value 
i tCina^mSs. A good medium of exchange must have th^ 
ity of dhisibility so that for articles of small value a small piece o 



COGNIZABILITY AND COINAGE 


•41 


money may be given and for articles of greater value a larger piece, and 
so that by combinations of larger and smaller pieces any desired sum 
may be built up. It should be emphasized that it is just as essential 
that the small pieces may be amalgamated into larger pieces of the same 
value per ounce as that the large pieces may be cut down into smaller 
pieces of the same value per ounce. It is only this free convertibility in 
both directions that will maintain the value of the large coins and the 
small coins on a par with one another, dollar for dollar of face value. 

Closely related to the quality of dmsibility is the quality ofdiomo- 
geneity. A substance may be said to be homogeneous when any two 
portions or specimens taken at random are of the same quality, so that 
equal weights shall at any given time and place have equal value. TiTien 
all units of the medium of exchange arc exactly alike, and all equal-sized 
fractions of the unit arc alike, trade is carried on more smoothly and 
with greater dispatch than when the units of money vary in quality and 
value, since, in the first case no time need be spent by the sellers in weigh- 
ing, testing, and evaluating the pieces of money used. All that is re- 
quired is counting, and numberless disputes over the quality and value 
of the money are avoided. 

IS. COGNlZADiniTY AND COINAGE , 

To be readily acceptable in exchange money must have the .quality 
of cognizability. Unless it is readily recognized and easily distinguished 
from cheaper substitutes, sellers must be constantly on their guard 
against accepting unawares counterfeit pieces of money less valuable 
than the true money, and much time will be spent in ’scrutinizing, an- 
alyzing, or testing the money presented by buyers. Now, while gold 
and silver and various other metals which have been used as ihoney have 
in varying degree all the qualities of good money thus far discussed — 
value, portability, durability, divisibility, and homogeneity — they do 
not have the quality of cognizability in the form of bullion in sufficient 
degree to serve well as money in that form. These metals do, however, 
have the useful characteristic of ductility, which gives them the capacity 
to take and retain a stamp. Advantage has been taken of this quality 
of gold, silver, and other metals to give them by the process. of coinage 
a high degree of cognizability which they lack in bullion form. 

A coin may be defined as a piece of metal of a definite weight and 
degree of purity designed to circulate as money, with both the weight 
and the degree of purity attested by the government stamp placed upon 
it. Ordinarily the stamp itself does not directly specify, either* the 
weight of the coin or the fineness of the metal from which it is made: ..To 
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the good, that circulate. Even if some mints producing good coins 
remained in operation, their product would be in demand primarily not 
for general circulation but for hoarding, use as bullion, or for export. 
Moreover, with coins being produced by numerous concerns, it would 
become easier for counterfeiters to operate because there would be many 
minor variations in the coins struck even if the law required a certain 
uniformity in the various denominations and in the weight and fineness 
of the coins. Clearly, if there were no national regulations in respect to 
weight and fineness, uniformity would be lost, and business men and 
consumers generally would be confronted with a heterogeneous metallic 
currency wiiich w'ould make systematic bookkeeping almost impossible. 
Aside from the foregoing considerations, coinage would tend to be made 
a national monopoly because it can be made a convenient source of 
revenue in connection with the issue of token coins. 

17. Stability of Valub 

We come now' to that extremely important quality of good money, 
stability of value. By stability of value of money is meant the quality 
which gives a specified unit of money, such as the dollar, constant pur- 
chasing power, or equal command over commodities at all times. By 
equal command over commodities at all times is not implied a condition 
such that the unit of money shall always exchange for the same quan- 
tity of any given ^ommodity, as, for instance, that one dollar should 
always buy just one bushel of potatoes or tw'enty pounds of sugar, no 
more and no less, but rather that the average quantity of a large num- 
ber of representative commodities e.xchangeable for the dollar shall re- 
main the same. In other words, if the value of the standard money is 
stable, the average price of all commodities bought and sold will remain 
the same. There are many w'ays of calculating averages, and at this 
point we need not enter into the nice details of statistical averages and 
the relative advantages and disadvantages of the various ways of cal- 
culating them. It will suffice at present to point out that one way of 
finding the average prices of a number of commodities is to add all the 
prices together and divide the sum by the number of prices or com- 
modities. If the average price properly calculated remains constant, 
it may be presumed that the value of money has also remained con- 
stant, even though some individual prices rise and some fall during the 
time under consideration. No money has ever been devised which has 
had absolute stability of value, but some kinds of money have proved 
to be more stable in value than others, and, therefore, from this point 
of view, superior. 
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producers to buy many things sooner than they otherwise would, since 
the sooner tiiey spend their money the more they get for it. This not 
only discourages thrift and leads to reckless spending by consumers, but 
it leads to a business boom and results in overexpansion in many in- 
dustries and a subsequent disastrous collapse when the rising trend in 
prices, wluch cannot go on forever, comes to an end. 

19. Instability in the Unit of Account 

Thus far in this discussion of the evil results of variations in the 
value of money, attention has been centered on the use of unstable 
money as a medium of exchange. Very undesbable results flow from 
the instability of money also in connection with its other functions. 
Consider, for example, the evils that may grow out of the use of an un- 
stable unit of account. When business men and others keep their 
accounts and value their property in terms of a unit of value such as our 
dollar, a decline in the value of the dollar to half of its former value and 
a general doubling of prices will tend to cause their wealth as measured 
in dollars to double. This doubling of wealth represents, of course, not 
a real increase in the physical quantity of goods they possess, but merely 
a counting of it in smaller units of value. Nevertheless, people who 
have all their lives measured their wealth in terms of money have grown 
so accustomed to think themselves rich or poor, as their property is 
worth a greater or smaller number of dollars, francs, marks, or pounds, 
that it seems difficult for them to realize that what has happened is not 
that they have grown richer or poorer, but that their unit of account has 
grown smaller or larger. Their thinking in this matter is the more likely 
to be confused by the wish becoming father of the thought. With their 
minds fixed upon the great increase in their wealth in terms of their 
familiar money, a development wliich appeals to their vanity,' they may 
disregard the unpleasant fact that their real wealth has not increased 
and begin to spend la\ishly and live beyond their means, thus dissipat- 
ing a good part of their past accumulations. They arc the more likely 
to do this because their income seems to have e.xpanded marvelously. 
In the first place, their current income is likely to have increased in’ pro- 
portion to the rise in prices; and in the second place, they are prone to 
consider the annual increase in the value of their property, measured 
in money, as part of their real income, obviously a fallacious method of 
calculating income. ' ‘ ' ■ ' ■ 

If, on the other hand, prices fall and the unit of value in which prop- 
erty and income are measured increases in size, the size of incomes and 
value of property measured in terms of the customary money unit shrink. 
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This tends to cause among the people a condition of despondcnc}’ and 
pessimism. They cannot free their minds from the obsession that they 
are becoming poverty-stricken; they become parsimonious, and not an 
inconsiderable number in their fancied financial distress commit suicide. 

20. InstabUiIty akd Debtoh.s .\nd Cbeditobs 

Under certain circumstances the rise and fall in prices may bring, not 
merely apparent gains and losses to many individuals, but real gains and 
losses. Debtors, for e.xamplc, who have promised to pay certain sums 
of money at a specified time in the future gain from a rise in prices, and 
their creditors lose. If a loan of $1000, for instance, has been made paj'- 
able in five years Vidth interest at 6 per cent a year, and the price-level 
does not change during this period, the debtor pays back as many dol- 
lars as he borrowed and 30 per cent more in the form of interest. The 
creditor receives from the debtor 130 per cent as much purchasing power 
as he lent — and this is proper, since in tenns of economic theory he 
lends present goods and gets back future goods, and present goods are 
considered more desirable than future goods. 

Should prices double, however, and the value of money decline by 
half during the period, the interest and the princip.al returned to the 
creditor, amounting to 130 per cent of the sum lent, will have a purchas- 
ing power of only 65 per cent of the sum lent, and the creditor will have 
lost, not only his interest, but in effect 35 per cent of his principal. The 
debtor will have gained what the creditor lost, provided only he has in- 
vested the amount borrowed in property that has doubled in price dur- 
ing the interval of the loan. Concretely, if the debtor has bought with 
the $1000 borrowed a lot which at the end of the five years can be sold 
for $2000, he can pay back the principal of the debt with interest, or 
$1300, and have $700, or 35 per cent of the value of the property, left 
over. If the property purchased is income-producing property, he has 
in addition gained the income from the investment during this time. 

When, on the contrary, prices fall, the debtors lose and the creditors 
gain, and the losses of the debtors under these circumstances may be 
crushing. Suppose, for instance, during an interval of five years prices 
■ fall fifty per cent. If, at the beginning of this period, many persons have 
gone into debt for the purpose of buying property borrowing one dol- 
lar for every dollar they own at the end of the period all their property 

TOmbined will be worth only as much as the amount they borrowed. 
Then entire equity will have been wiped out and they will be financiaUy 
^ed. A farmer, for instance, with $5000 worth of land, borrows 
$5000 to buy an additional piece of land, giving the creditor a mortgage 
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both on the land previously owned and the land just bought. At the 
end of five years all his land will be worth only the amount of the mort- 
gage. And this is not all. The interest payments — a fixed amount 
annually, let us say 6 per cent of S5000, or S300 — become progressively 
more difficult to meet as prices of farm products gradually fall, and this 
increases the probability that the debtor will be unable to pay both 
principal and interest and that his farm ^vill be sold at sheriff's sale to 
meet the demands of the creditor. 

Business men who operate in part with borrowed capital, as most 
business men do, thus tend as debtors to gain from rising prices and to 
lose from falling prices. But there are other sources of loss and gain for 
business men in such price changes, and these will be discussed in more 
detail in a subsequent chapter. Here it need only be stated that during 
changes in the general level of prices some prices change more rapidly 
than others, and the tendency of some prices to lag behind others both 
during the rise and during the fall generally benefits business men during 
the rise and proves detrimental and often ruinous to them during the fall. 

Enough has now been said to show that, if confusion, waste, and in- 
justice are to be avoided, the value of money should be stable. If abso- 
lute stability in the value of money cannot in the nature of things be had, 
then we should choose as standard money some commodity that has a 
very high degree of stability of value, provided it has also the other 
requisite qualities of good money. 

21. Qualities of a Good Medium op Exchange and Standaed 
OP Value Separately Considered 

In the foregoing discussion of the qualities of good money it has been 
assumed that the money under consideration is to serve both the funda^ 
mental purposes of money, as a medium of ’exchange and as a standard 
or measure of value, with the related functions of unit of account and 
standard of deferred payment. While a complete separation of the two 
fundamental functions of money does not seem practicable, so that one 
kind of money may serve exclusively as a medium of exchange, while 
another kind may serve exclusively as a standard of value, yet a consid- 
erable measure of separation has actually been achieved in the United 
States and in other countries. Our paper, silver, nickel, and copper 
money, for instance, is the money which actually circulates and serves 
directly as a medium of exchange, while gold has in recent years rarely 
been used directly for this purpose. On the other hand, gold money has 
long been our true standard and measure of value, and in so far as these 
other kinds of money have been used to measure value, it has usually 
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Chapter HI 

THE CHOICE OF MONEY 

1. The Qualities of Gold and Silver 

Gold and silver have all the qualities of good money in larger measure 
than any other readily available commodity, and they are, therefore, 
the commodities most suitable for use as primary money. This fact has 
been so generally recognized that these two metals have been used as 
primary money by more people and over a longer period of time than 
any other commodity. 

The utility of gold and silver for non-monetary purposes is derived 
mainly from their unusual beauty. Because of their luster and sheen, they 
have been in great demand for purposes of adornment in all ages and in 
most parts of the world. Men and women almost universally delight in 
decking their persons with beautiful trinkets made of these metals. 
Moreover, people have always taken pleasure in adorning not only their 
persons but their homes as well nith gold and silver, as is indicated by 
the extensive use of gold and silver plate, silver knives and forks and 
other tableware, and by gold-encrusted furniture, gilded domes, and 
other such trappings of political potentates and industrial magnates. 
No one seems to be too old or too young, too rich or too poor, too bar- 
barous or too refined to feel a desire for gold or silver trinkets of some 
kind. So great has been the demand and so limited the supply of these 
metals that they have always represented great value in small bulk, and 
have, therefore, come to be referred to as the precious metals. Having 
great value in small bulk, money made of these metals has the desirable 
quality of portability. 

The unusual durability of gold and silver is the result of their resist- 
ance to chemical changes induced by exposure to the atmosphere. Gold 
will neither rot nor rust, and silver, while it quickly tarnishes, develops 
a dark protective covering of silver sulphide which effectively prevents 
further deterioration. Gold and silver do not, indeed, have that degree 
of durability denoted by the word “indestructibility” used by Jevons 
in his enumeration of the quahties of good money. On the contrary, 
owing to their softness when pure, they are readily susceptible >to abra- 
sion and resist wear from friction less effectively than some other metals. 
But by being mixed with copper or other alloy they can be hardened to 
such a degree that they may -be used as coins in active circulation for. 
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many years without substantial loss in weight. Gold and silver coins 
have actually lasted for hundreds of j^ears with ordinary usage, becom- 
ing t.Viin and light, however, in the course of time. Locked up in vaults, 
gold and silver coins will suffer no substantial change in thousands of 
years. 

Gold and silver are homogeneous when pure. That is to say, an 
ounce of pure gold or silver is just like any other ounce no matter when 
or where produced. Their homogeneity need not be destroyed when 
they are alloyed with copper to harden them, since copper itself is homo- 
geneous when pure. 

Both gold and silver have the quaUty of divisibility, so that an ounce, 
for example, can be cut into twenty pieces without loss of value, and the 
twenty pieces can be amalgamated into a whole of the same value as the 
original mass. Finally, both gold and silver have unusual stability of 
value during short periods of time, although over a long period of years 
they may develop marked instability of value. 

2. Stabilitv op Gonn ano Silver over Short Periods 

During relatively short periods of time — let us say arbitrarily over 
periods of not more than ten to twenty years — gold and silver ordina- 
rily have greater stabihty of value than most other commodities. Over 
longer periods they sometimes display rather marked instabihty. At 
this point it will not be convenient to discuss in detail the complicated 
subject of the value of gold and silver when used as money, but the fun- 
damental causes of their comparative stability of value during short 
periods and their occasional lack of it over long periods may be briefly 
indicated. 

Aside from their use as money, gold and silver are commodities, the 
value of which tends to rise when the supply becomes relatively small 
and to fall when the supply becomes relatively great — in relation, that 
is, to the supply of other commodities in terms of which their value is 
measured. By supply we must understand the total world supply; be- 
cause of the ready portability of these metals and the small expense 
of shipment, the supply tends to shift quickly from one part of the world 
to another, going to that quarter of the world in which its value is great- 
est. But fluctuations in the total supply of gold or silver cannot be 
relatively great during a short period of time. This is true because the 
total supply available at any ^ven time represents the accumulation of 
hundreds of years. Whether used as money or for adornment or merely 
hoarded in bulhon form (and relatively httle gold or silver is used in 
other wa3rs), these metals are exceedingly durable, and only a small pro- 
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portion of the amount annually produced wears away and disappears 
during the year. Each year the existing stock grows larger, and the 
existing stock is many times the quantity annually produced. For 
example, the total gold production of the world in 1932 amounted to 
§490,259,000, while the gold reserves of central banks and governments 
in forty-nine countries in December, 1932, amounted to §11,897,000,000, 
a figure which may be considered to represent a very large proportion 
of the world’s total gold monetary stock, but which does not include, of 
course, gold held by private individuals in the form of coin or bullion, 
or the immense amount of gold in the form of jewelry, plate, and so on, 
owned by the world’s 1,800,000,000 people. These gold reserves alone, 
leaving out of consideration all the rest of the gold stock of the world, 
amounted to more than twenty-four times the total world production 
in 1932; and production in that year was the greatest on record, far in 
excess of the average annual production in the earher years of the present 
century. 

With the annual production of gold amounting thus to only a small 
percentage of the total world supply, it is obvious that no great and 
sudden increase in the total supply can occur except in the unhkely event 
that exceedingly productive new gold deposits should be discovered or 
that scientists should discover commercially feasible methods of trans- 
muting baser metals or other elements into gold. With annual pro- 
duction at present equivalent to about four per cent of the total gold re- 
serves of the world, doubling total production for one year would make 
these gold reserves only four per cent larger than they would be with pro- 
duction remaining the same, even if the total increase in the amount 
produced should be added to the monetary stocks and none of it should 
be used in the arts. Likewise, a decline in production of fifty per cent in 
one year would produce hardly a perceptible degree of scarcity — a 
fifty per cent decline in total production would make the total monetary 
stocks only two per cent smaller than they otherwise would be. Bearing 
these facts in mind, it is clear that in the very nature of things no great 
and sudden change can occur in the value of gold through a sudden 
change in the total supply. 

It does not follow that the value of gold may not be subject to sudden 
and marked fluctuations. Value is a function of two variables — supply 
and demand. Should demand suddenly change, value will change even 
though supply remains the same. Ordinarily, however, there are no 
great and sudden changes in the demand for gold. The demand for it 
tends to increase gradually with the increase in the population and the 
wealth of the world, and this applies to the demand for both monetary 
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and non-monetary purposes. This gradual increase in demand tends 
to counteract the effect of the gradual increase in the total supply, and 
if demand and supply should increase at the same rate, no change in 
value would occur. Normally, then, there are likely to be sharp fluctu- 
ations in neither demand nor supply, and consequently no sharp changes 
in the value of gold. 

While the foregoing considerations apply primarily to gold, similar 
considerations apply to silver. Here, too, the annual production is only 
a small percentage of the total accumulated supply, and here, too, there 
tends to be a gradual mcrease in both the supply and demand, with no 
sharp changes in either total demand or total supply normally possible, 
and hence no sharp and sudden changes in value. 

But there are, unfortunately, abnormal situations so affecting supply 
and demand as to bring great variations in the value of both gold and 
silver in relatively short periods of tune — that is, nuthin a period of, let 
us say, from one to five years. These abnormal situations have practi- 
cally always arisen out of changes in the monetary policies of govern- 
ments or out of unsound banking policies. 

3. iNSTABmiTT Arising from Government Policy 

When great quantities of paper money are issued in any country and 
placed in circulation to supplement the primary money in circulation, 
the effect on the value of the primary money and on prices is practically 
the same as if an equal amoimt of primary money had been placed in 
circulation, provided only the amoimt of paper money is not so excessive 
as to prevent its redemption in primary money on demand either at the 
banks or at the Government Treasury. Prices in that country will tend 
to rise, and the value of gold, if gold is the primary money, wiU tend to 
fall. "Vnien just one country issues paper money in this way, bringing 
about a rise in prices, while other countries do not issue paper money 
and experience no similar rise in prices, gold will flow from the country 
where prices are high and its value is low to other coimtries in which 
prices are low and its value high. Without undertaking here a discus- 
sion of the mechanism of foreign trade and foreign exchange, it may be 
provisionally stated that the outflow of gold will be the result of an un- 
favorable balance of trade of that country — its high prices attracting 
imports of goods from other countries and preventing exports in large 
measure. Thus, imports will tend to exceed exports, and the excess of 
the value of imports over the value of exports will tend to be paid in 
gold. Thus, gold will gradually be ex-pelled from the country. But the 
more gold this country loses in this way, the more gold other countries 
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will have, and so the gold supply of other countries will increase, prices 
there will tend to rise, and the value of gold will tend to fall. 

If a considerable number of countries issue immoderate quantities of 
paper money at the same .time, gold will flow in large quantities to other 
countries and cause a sharp rise in prices even in those countries which 
have not issued paper money. If all countries in the world increase 
the amount of paper money in circulation greatly \vithin a period of, a 
few years, there will naturally be a sharp rise in prices and decline in 
the value of gold. The decline in the value of gold will tend to take 
place whether or not the paper money remains redeemable in gold. If 
it remains redeemable in gold, it represents in effect an increase in the 
quantity of gold available for monetary purposes equal to the amount of 
paper money issued, less the amount of gold locked up in bank vaults 
or government treasuries as a reserve to assure redemption. It reduces 
the value of gold in somewhat the same way as the extensive use of 
rayon tends to reduce the value of silk or cotton whose use it supple- 
ments or displaces. If the issue of paper money is so immoderate that 
it does not remain redeemable in gold, and if it is made legal tender, it 
practically destroys the use of gold for ordinary monetary purposes, and 
by thus reducing the demand for gold may cause a decline in its value 
as a commodity. 

After the outbreak of the World War, gold was more or less informally 
demonetized in many countries by the immoderate issue of paper money. 
In other countries, including the United States, it accumulated in ab- 
normal quantities and suffered a sharp decline in value. After 1929, 
the value of gold rapidly increased as a result of financial disturbances 
having no direct relation to the normal demand and supply of that 
metal. Discussion of this recent change in the value of gold must be 
postponed to a later chapter. 

The value of silver has likewise been greatly affected by changes in 
monetary policies of nations, but in a different way. The decline in the 
value of silver has resulted primarily from the demonetization of silver 
in all the important countries of the world except China. As we shall 
note in more detail in later pages, one by one the countries of the world 
during the nineteenth century closed their mints to the free coinage. of 
silver, and thereby destroyed the demand for silver in the form of 
primary or standard money, this movement having started with the 
demonetization of silver by England in 1816 and having proceeded with 
great rapidity after 1873. Naturally, when one of the important sources 
of demand for a commodity is destroyed, not only in one country but 
in many countries, ,by government decree, we may expect a sharp de- 
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cline in its value, whatever that commodity may be. On the Bubj'ect 
of changes in the value of gold and silver and the causes thereof much 
remains to be said in this volume, but the foregoing discussion should 
be sufficient to show that great and sudden changes in the value of these 
metals must be attributed, not to normal changes in supply or demand, 
but to arbitrary political action. It follows, therefore, that attacks upon 
gold or silver as primary money, based on their alleged instability of 
value, might with propriety and good results bo diverted to the arbi- 
trary and often ill-advised actions of governments which will almost 
invariably be found to be the main cause of the trouble. 

4. Instability of Golb and Silver over Long Periods 

While great changes in the value of gold and silver occurring within 
a period of a few years may nearly always be traced to arbitrary actions 
of government, the same cannot be said of changes in the value of these 
metals over a longer period of time. During an interval of twenty or 
thirty years or more great changes may occur in the value of either gold 
or silver as a direct result of the annual rate of production. If the an- 
nual production of gold, for example, becomes so great that the annual 
addition to the total supply is relatively greater than the annual increase 
in the production of other less durable commodities, such as wheat, com, 
cotton, iron and steel, then gold becomes progressively more and more 
abundant with relation to these other goods, and its value in terms of 
these other commodities falls. Suppose that the annual production of 
gold is at the rate of 4 per cent of the total stock, and that 1 per cent is 
used in the arts or lost, while the other 3 per cent accumulates from year 
to year as an addition to the total stock. Then in approximately 23 
years the total gold stocks will have doubled, as will also, by hypothesis, 
the annual production which remains at 4 per cent of the total stocks. 
If now the annual increase in the physical volume of production and in 
trade and industry in general is also at the rate of 3 per cent a year, the 
value of gold tends to remain constant. But if the annual rate of gold 
production should increase by virtue of the discovery of richer mines or 
more economical methods of gold mining, so that the increase in stock 
should be at the rate of 3 per cent in six months while the physical vol- 
ume of trade and industry increased as before at the rate of only 3 
per cent a year, then the gold stocks would quadruple in 23 years, while 
trade and mdustry would only double. Gold would in 23 years have 
become twice as abundant as before in relation to other commodities, 
and its value would have faUen sharply. According to the quantity 
theory of money, to be discussed later, it would have tended to fall 
50 per cent in value under these conditions. 
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It should be observed that this increase in the rate of production from 
an amount that added 3 per cent a year to a rate that added 3 per cent 
in six months to the total stock would have no immediate great effect 
on the value of gold such as would a sudden doubling of the rate of pro- 
duction of such less durable commodities as wheat, corn, or cotton. In 
the case of such commodities, the total output of which tends to be con- 
sumed each year, doubling the annual output would approximately 
double the supply available, whereas in the case of gold, doubling the 
output available for monetary use in some given year, so that it would 
become 6 per cent of the total supply instead of 3 per cent, would in- 
crease the total supply available by only 6 per cent instead of 3 per cent. 
But if the increased rate of output is continued, the effect is cumulative. 
That is to say, the great durability of gold which makes the annual out- 
put represent but a small percentage of total stocks in existence, while 
it acts as a stabUizer of the value of gold over short periods, reverses 
its action over long periods and becomes a cause of instabiUty. 

If the production of gold declines, so that the increase in total stocks 
falls to a rate of 3 per cent in two years, while the physical volume of pro- 
duction and trade in general continues to increase at the rate of 3 per cent 
in one year, then gold becomes relatively more and more scarce. It 
will take 46 years now for the total supply to double, while during this 
interval the physical volume of production and trade in general will 
have quadrupled. Gold will be only half as abundant with relation to 
other commodities as before, and its value will have risen sharply. 
Prices will have fallen. According to the quantity theory of money 
prices would have tended to fall 50 per cent. What applies to gold used 
as primary money would apply also, for the same reasons, to silver. 

6. Why Gold Monet is Not used Exclusively 

When the qualities of other commodities are compared with those of 
gold and silver, the truth of the statement made in the first sentence of 
this chapter, that these two metals possess the qualities of good money 
in greater measure than any other available commodity, becomes quickly 
apparent. Wheat, for example, which has at times been used as money 
and whose use as primary money has comparatively recently been urged 
by a captain of industry, is deficient in several quaUties. It does not 
possess a sufficient degree of portability, durabihty, homogeneity, and 
stability of value, although it does possess utility, divisibihty, and cog- 
nizabihty. Similar shortcomings might be pointed out in any com- 
modity that can be named. Next to gold and silver, certain other 
metals, such as copper, nickel, aluminum, or platinum, would make the 
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8. The Meaning of Bimetallism 

Bimetallism, as the term is generally understood, implies a monetary 
system under which both gold and silver are subject to free coinage and 
both are given full legal-tender powers. In other words, under bimetal- 
lism ans'^one has the privilege of taking either gold or silver to the mint 
to be exchanged, ounce for ounce or pound for pound, for gold or silver 
coins, provided only that the bullion presented at the mint is of the same 
degree of fineness as the coins to be minted from it. A small charge 
may be made to cover the cost of coinage, including the cost of any alloy 
that may be added to the gold or silver, such a charge representing a 
negligible fraction of the value of the coins struck. This mint charge 
must be a negligible fraction of the value of the coins, since the essence 
of free coinage is the parity between the value of the coins and the metal 
from which they are made, and this parity would be destroyed by a sub- 
stantial mint charge. If no mint charge at all is made, coinage is said, 
to be not only free, but gratuitous. Gratuitous coinage of both metals 
is not essential to bimetallism, but free coinage is. 

With two kinds of standard money, gold and silver, the unit of value 
is a legally fixed quantity of gold on the one hand, or a legally fixed 
quantity of silver on the other. Debtors, having money obligations to 
meet, may, in the absence of a contract made in advance to the con- 
trary, pay at their option in either gold or silver units of the size fixed 
by law. 

Since under bimetallism neither the gold nor silver coins can have a 
value greater than the value of the metal from which they are made, 
and since it is the intention of the Government to make the gold and the 
silver units equal in value, the gold coins must be smaller in size than 
the silver coins of the same denominations, the difference in size being 
determined by the difference in market value of the two metals. If, 
for example, an ounce of gold is worth as much as fifteen ounces of silver 
on the metal market — that is to say, if that is the rate at which the 
two metals will be exchanged in bullion form for other than monetary 
uses — then silver coins of a given denomination must be made to con- 
tain fifteen times as much silver as gold coins of the same denomination 
contain of gold. 

The ratio between the weight of the silver coin and the gold coin of 
the same denomination is called the mint ratio, while the ratio at which 
the two metals in bullion form exchange on the metal market is called 
the market ratio. These two ratios must be the same if bimetallism is 
to work in practice. 
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9. The INIint and Market Ratios and Gresham’s Law 

Suppose that a country adopts bimetallism and fixes the mint ratio 
at 15 to 1 while the market ratio is 16 to 1, and that the two standard 
units of value are called the gold dollar and the silver dollar. The silver 
dollar will then weigh fifteen times as much as the gold dollar, and fifteen 
ounces of silver coins will be worth as much for debt-paying purposes 
and for most other commercial transactions as one ounce of gold coins. 
But on the metal market it will take sixteen ounces of silver bullion to 
equal in value one ounce of gold bullion. Under these circumstances 
no intelligent person will take gold to the mint to be eoined, except for 
some special purpose, such as to get the government stamp upon it to 
prove its weight and fineness as a preliminary to its export or sale as bul- 
lion. If the owner of gold bullion has no such special use for gold coin, 
but wants money for ordinary commercial purposes or to pay debts, it 
ivill pay him well to trade the gold for silver on the market at the rate of 
one ounce of gold for sixteen ounces of silver, and to take the silver 
rather than the gold to the mint for coinage. The one ounce of gold 
would produce no more dollars at the mint than fifteen ounces of silver, 
but sixteen ounces of silver would produce one fifteenth more dollars 
than fifteen ounces of silver. Somewhat differently stated, enough gold 
to produce $15,000 in gold coins could be traded on the market for enough 
silver to produce $16,000 in silver coins, a profitable trade when one 
bears in mind that the legal-tender power of the silver dollar would 
tend to make it worth as much for monetary purposes as the gold dollar. 
At this point the reader may be puzzled as to why anyone would trade 
silver enough to make $16,000 for gold that would make only $15,000. 
The answer is, that one who thus trades silver for gold wants, not dollars, 
but gold to be used for non-monetary purposes. 

But this is not the whole story. If any gold should be coined imder 
these circumstances and placed in circulation, the gold coins would soon 
be collected by bargain hunters, melted down and traded for silver on 
the metal market or exported. It would, in short, be impossible to 
retain gold coins in circulation with the mint ratio below the market 
ratio. Gresham's Law would apply — the cheap money would drive 
the dear money out of circulation. Valued in terms of gold bullion, the 
silver dollar under the circumstances here assumed would be worth only 
fifteen sixteenths as much as the gold dollar. The silver dollars would 
be the cheap or bad money and the gold dollars would be the dear or good 
money. Silver under these conditions would be spoken of as the over- 
valued metal and gold as the undervalued metal; the metal overvalued 
at' the mint drives the metal undervalued at the mint out of circulation. 



62 


THE CHOICE OF MONEY 


If the situation should he reversed and gold overvalued at the mint, 
while silver were undervalued, gold would drive silver out of circulation. 
If, for example, the mint ratio were fixed at 16 to 1, while the market 
ratio stood at 15 to 1, then it would take sixteen ounces of silver to make 
as many dollars as one ounce of gold, but on the market, at the rate of 
15 to 1, sixteen ounces of silver would exchange for one and one fifteenth 
ounces of gold. By trading his silver bullion for gold and taking the 
gold instead of the silver to the mint, the metal owner would gain a fif- 
teenth. As in the case of gold before, now in the case of silver, any 
coins that had been placed in circulation would be collected and either 
exported or melted down into bullion. So long as the mint ratio re- 
mained above the market ratio, silver coins of full weight could not be 
retained in circulation. It hardly needs to be added that when, the 
mint ratio and the market ratio thus vary, and one or the other of the 
two metals is driven from circulation, bimetallism, although legally in 
existence, is merely a legal fiction. It has no real existence. The pri- 
mary and standard money is that one of the two metals which is over- 
valued at the mint. 

10. The FuNnAMENTAL Weakness of Bimetallism 

It is the fundamental weakness of bimetallism that the equality be- 
tween the mint ratio and the market ratio which is essential to its suc- 
cessful operation cannot in the nature of things be maintained except 
through such international co-operation in monetary matters as the 
world has never yet seen. Consider why this is so. The market ratio 
is a fluctuating ratio, moving up and down with changes in the demand 
and supply of gold and silver. Any one of four distinct factors, be it 
noted, may cause a change in the relative value of the two metals, 
namely, a change in the demand for gold, a change in the demand for 
silver, a change in the supply of gold, and a change in the supply of 
silver. Moreover, a change in any one of these four determinants of 
the relative value of gold and silver is the resultant of numerous forces 
each of which in turn may be the resultant of still other forces, so that 
it is naturally to be expected that the market ratio thus acted upon by 
multitudinous forces must be constantly subject to fluctuations. Al- 
though these fluctuations are not likely to be great during a short period 
of time because of the relative stability of value of both gold and silver, 
they arc likely to be frequent at all times and may become very great 
over long periods, and it will take very powerful counteracting forces to 
hold them in check. Now, while the market ratio in the nature of things 
thus dances up and down, the mint ratio remains relatively constant 
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because it is the result of deUberate legislative and executive action and 
cannot be changed as often and exactly in the same degree as the un- 
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national bimetaUism is to be advocated as desirable. 

13 The Ahghment in Favor of International Bimetallism 
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oSr tL^priniaTinoney and the use of bank credit, then we may 
present the argument in favor of bunetallism even more si ^ P ^ 
only gold is used as primaiy money, the amount of ™o°ey in cir 
-ind the level of prices will tend to fluctuate with the total gol ' 
Jnhe v-orld If only silver is used as primary money, the amount of 
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vith the total combined stocks of gold and silver. And the com 
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the quantity thcorj' of money in the more comple.v and reaUstic forra 
diccu^sed in a later chapter. YTiile international bimetallism may 
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Suppose that the production of silver should become so gwl by 
of the discovery of rich deposits of silaer or of improved 
.vorking low-grade ores that the market r.itio would n>-c 
above the mint ratio until all the gold a%crc cxiylled J^m circula , 
and that then silver should still keep on pouring into the 
market from the mines until the market ratio rose far 
ratio. The compensatory action would have exhaucted us po 
when all the gold had been expelled, and bimctalli«m would have com > 
at least temporarily, to an end. Moreover, if an attempt shou 
made under these circumstances to restore binictallism by raising 
mint ratio up to the market ratio in order to bring gold back into circu a 
tion, the results might be very' undesirable. Under the circumstance^ 
assumed, silver would have become so cheap in terms of other commo i 
ties that it would no longer have great value in small bulk, would no 
be portable, and would make poor primary money. It would be er 
to abandon silver as money and use gold alone. To this objection there 
can be no answer other than that such a great increase in the produc 
uion of silver is highly improbable. It should be home in mind tha 
before all the gold now held in bank reserves and government treasuncs 
and in active circulation could be forced on the bullion market, t le 
value of gold as a commodity would have become badly depressed an 
the cost of producing silver would have had to fall very low indeed to 
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keep it pouring in from the mines in such quantities as to force the 
market ratio above the mint ratio of say 32 to 1. It should not be 
forcotten that during this process of gold expulsion pnces in terms o 
both gold and silver money would have been rising and the money cost 
d minina silver would have shown a tendency to increase. 
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goods the American must know, not only the price of “ 

™ The p- »« 

in New York is the ratio between the amount of gold m 

pomd and the amount of gold in the dollar, formerly 4.8665 ^ ^ ^ 

was ordinarily expressed simply as S4.8665. For reasons to g 

™ ^.ptee 0 . foreign exchange, the .ate of exchange between 
Standard countries will not ordinarily ductuate over ^ rang 
than the par of exchange plus the cost of shippmg go ' 
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“since uncertainty in respect to the cost of goods purchased hamper 
trade, it is desirable to have fluctuations not only in prices but m rax 
of foreign exchange at a minimum. But if one country is on t e s 
standard while the countries with which its people trade are on 
gold standard, fluctuations in its rates of exchange on other coun n 
are not limited by the cost of shipping gold or silver, but rate by 
much wider fluctuations in the market ratio of gold to silver. The 
in a silver-standard country who must make payment in a sojd-ston - 
ard countrj^ must buy and pay for drafts payable in gold. The mg 
the market ratio of silver to gold goes, the more silver money 
standard money — he must pay for a draft of a given size payab e 
gold. If the market ratio goes up ten per cent, as it easily may, o er 
things remaining the same, he must pay ten per cent more for his forei^ 
bills of exchange, and consequently ten per cent more for all goods boug 
in foreign covmtries. 

Similar considerations hold, of course, if the country in question i 
on the gold standard while most of the countries with which it trades 
are on the silver standard, or if the one country is on a paper-monej 
basis while others are on the gold or silver standard. In all cases, ex- 
cept in one, it is better for any countrj’’ to follow the crowd in selectii^ 
its standard money. No country should adopt a paper-money standar , 
except possibly as an emergency measure, because others have done so, 
since a paper-money standard is the very worst standard a countiyf^ can 
have if we judge by economic historjq and two countries, both of whicn 
have paper standards, are likely to have more trouble with their for- 
eign exchange than it one of them remains on the gold or silver stand- 
ard. 

From what has been said it appears that if the nations cannot agree 
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UDon an international braietallio system, they should each mdividuo-lly 
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Cpmmodities which today would make very poor primary money may 
have served very acceptably as such at other times. The iron money 
of the Greeks was not absurd, for in those days iron was relatively more 
valuable than it is today. Similarly, the copper money of the Eomans 
was not unduly bulky, since copper at the time the Romans used it as 
primary money had relatively great power in exchange. Even the 
wampum used by the North American Indians, and temporarily adopted 
as money by the American colonists, was a fairly satisfactory form of 
currency. The wampum beads were used as primary money by the 
Indians because at the time and place they had the qualities of good 
money in higher degree than any other available commodity. The 
wampum money was portable, divisible, fairly homogeneous, and de- 
sired for its own sake as an article of adornment and not merely as a 
medium of exchange. Originally wampum had great stability of value, 
since the supply, like the supply of gold, represented the accumulation 
of years, and the quantity produced in any one year, limited by the 
scarcity of raw materials and labor, could be only a small fractional 
part of the total accumulated supply. Demand was steady, depending 
upon the size of the slowly changing population and unchanging desire 
of the Indians for articles of adornment. Later, when the white men 
improved methods of producing wampum and produced also counter- 
feit wampum in large quantities, it depreciated in value, as paper money 
does when the printing presses are placed in motion and grind it out with 
increasing momentum. 

17. Babter Currency or the American Colonies 

An interesting development in monetary history was the use of 
bulky agricultural commodities as money in the American Colonies 
and the making of such commodities legal tender. It may be of in- 
terest to consider the reason for the use of this inferior type of money 
by the colonists at a time when the superiority of gold and silver money 
had long been recognized and when the total world stock of these metals 
was certainly great enough to serve the people of the world as media of 
exchange. 

The colonial Americans were rich in natural resources, but poor in 
uian-made goods, both in the form of capital or producers’ goods, and 
in the form of consumers’ goods. More concretely they lacked ade- 
quate supplies of tools and implements required for developing their 
farms and plantations, and they lacked that abundance of household 
goods, clothing, and articles of luxury which their hearts desired. Many 
of these things could be obtamed ordy by impdrting them from Europe. 
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Manufacturing had as yet made little headway in America in. the 
seventeenth and even in the eighteenth century, because, in the great 
rush to exploit the rich agricultural resources and to carve out mag- 
nificent estates or substantial farms from the wilderness, all industries 
not directly connected with the land tended to be neglected. Since 
the current produce of their land was not sufficient to pay for all tools, 
implements, and consumers’ goods wluch their needs and desires im- 
pelled them to buy, the majority of the people were not only short of 
money means to pay for current supplies, they were actually in debt 
as a result of having expended more than their current income in past 
years. Moreover, the total value of the goods of all kinds imported 
from abroad tended constantly to exceed the value of the exports, 
consisting mainly of agricultural and forest products, and the balance, 
if paid at all, had to be paid in gold or silver coin or bullion. 

Gold and silver then tended to be constantly drained out of the 
Colonies, thus producing a natural scarcity of metallic money. As 
just stated, this scarcity of gold and silver was the result of the desire 
of the people to buy and consume goods which exceeded in value the 
goods they were able to ofier for sale. The total value of agricultural 
and forest products exported by the Colonics was small because prices 
of these products were low. These low prices resulted from the fact that 
the price of the exportable surplus of any commodity in the Colonics 
was the price of the same commodity in the European market, less the 
very heavy costs of transportation across the sea in slow-going sailing 
vessels. 

But instead of facing the fact that the low prices of their products 
resulted primarily from the production of large quantities of these prod- 
ucts far from the price-determining market, the people preferred to 
believe that the low prices were the result of the scarcity of money in 
the Colonies. Beginmng utth the assumption that the scarcity of money 
was the cause rather than the result of the low prices of colonial products, 
they decided that if only money were more abundant prices would be 
higher, their incomes greater, and the burden of their debts and taxes 
less, and they proceeded to bring about this happy state of affairs, 
which they could not achieve by industry, through the magic of financial 
legislation, and thereby set a precedent which has been followed again 
and again in the United States. The colonists reasoned that the 
scarcity of money represented nothing else than a scarcity of the only 
two commodities legally rated as money, gold and silver, and that it 
was impossible to increase the quantity of these metals, because no 
sooner did they trickle into the Colonies than they were exported. 
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Under the cireumstences the solution of the problem seemed to require 
that other and more abundant commodities, such as wheat, com, nee 
and tobacco, bo rated ns money and declared legal tender m paymen 

°'to*declal*rEueh commodities legal tender the government was 
obliged, of cou.se, to Bs a ratio at wluch the vanous eon.mod.t.es juld 
be accepted in payment for debts and lanes m the P 
money. But if the legal ratio of wheat or corn to gold or silver had 
been feed at the previously existing market ratio, nothing bhve 

been gained thereby encept a bulky medium of cnchange eas.^ obtamed 
in the place of a convenient and portable inod.um of 
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This useful monetarj^ principle was so well ^“^rstood by colonid 
lawmakers that the tendency constantly existed to fix the logal ratio of 
the barter currency below its market ratio to gold The 

practice of overrating the legal-tender commo i les . j^onev 

silver, and of making the barter currency cheaper than metafile mon y, 
tended to drive gold and silver completely out of o^rculatiou so that 
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had to be paid for at their real value in terms of pld and silver or 
wheat and com or other commodities rated at their market value, a 
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not at the fictitious legal values established by the colonial Governments. 
The gold and silver prices of the colonial products were not raised by 
the use of the barter currency in the Colonics, at least not to an appre- 
ciable extent, since to have brought about this result, the barter cur- 
rency would have needed to expel enough gold and silver money from 
circulation in the Colonies to cause an appreciable increase in the 
amount of gold and silver money in circulation in Europe or an appre- 
ciable increase in the quantity of gold and sdver in the metal markets 
of the world. Only in this way could the market ratio of the value of 
gold and silver to the colonial products have been reduced and the prices 
of these products in terms of gold and silver increased. But, .since gold 
and silver money was very scarce in the colonics when the barter cur- 
renej' was introduced, it is evident that its complete expulsion could 
have no marked efiect on the value of gold and sUver in the markets of 
the world. 

The people as a whole in the Colonics were not enriched by the intro- 
duction and prolonged use of barter currenej*. Rather they were further 
impoverished thereby to the extent of the loss involved in the use of 
bad money, lacking in portability, durability, homogeneity, and stability 
of value, in the place of good money made of gold and silver. But 
while the people as a whole lost rather than gained from the use of 
overrated barter currency, certain elements of the population gained 
at the expense of others. Debts contracted in terms of good metallic 
money could be paid in terms of cheap barter currency, or debts con- 
tracted in cheap barter currency could be liquidated after a change in 
the legal rating in still cheaper barter currency. Because in a new 
countrj' with large natural resources to be exploited there is a strong 
tendency for people to go into debt, the majority of the colonists tended 
constantly to be in debt. Since debtors were in the majority in the 
Colonies, they tended to elect a majority of the members of the councils, 
so that a majonty of the members of councils also were likely to be 
debtors. Thus, as debtors the members of the councils stood to gain by 
the use of cheap money, and it is consequently not surprising that the 
defects of the legal-tender commodity currency were not more promptly 
detected by the colonial Governments, and the gold or silver standard 
restored. 

18. B.UITER CuRRESCT SUPERIOR TO INCONVERTIBLE PaPER 

Bad as the multi-standard legal-tender commodity money was, in- 
volving as it did injustice to creditors, loss of revenue to the Govern- 
' and inconvenience and uncertainty in trade and industry, this 
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much can be said in its favor: it could never under any circumstances 
become absolutely worthless. All the legal-tender commodities were 
produced as the result of labor, at a certain cost of production. Any 
commodity that lost all appreciable power in exchange would cease to be 
produced, and would therefore cease to be offered in any considerable 
quantities to creditoi-s in payment of debts. The loss of creditors from 
depreciation of this legal-tender currency could not ordinarily be one 
hundred per cent. Inferior to gold and silver it undoubtedly was in 
nearly all the qualities requisite in good money. But it was far superior 
to another kind of money issued by the colonial Governments, the 
Continental Congress, and at various recent times by many important 
industrial countries — it was superior, that is to say, to unlimited issues 
of inconvertible paper money, which, flowing from the printing presses 
in ever-widening stream, becomes so abundant finally as to lose all 
value as money, and represents total loss to those unfortunate enough 
to be compelled by law to receive it in payment of money obligations. 
This type of money is so important and has WTOught such great havoc 
in the world at various times that it deserves extended treatment in 
separate chapters, and will tliercfore not be discussed in the present 
chapter. 
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who had been buying, or that some be sold to those who had refused to 
buy before. But those who had been buying, let us say, five pounds a 
week, would probably not care for an additional quantity at the same 
price because of the operation of the law of diminishing utility — suc- 
cessive additional units of the same commodity during a given time have 
less and less want-satisfying power. To induce these persons to buy ad- 
ditional pounds per week, the sellers would need to reduce the price. 
Likewise, to induce those to buy who had not been bu 3 dng, whether 
because of lack of money, great thrift, or preference for some other com- 
modity at the relative existing market prices, some concession in price 
would need to bo made. V'liat applies to bananas applies also to any 
other consumers’ goods. It applies indirectly also to producers’ goods, 
since the ultimate product of producers’ goods is some form of consumers’ 
goods, 'and an increase in the supply of producers’ goods leads to an 
increase in the supply of consumers’ products made from them, causing 
a decline in the price of the producers' goods themselves, unless it is 
assumed that either the producers have been making large profits be- 
fore or will now seU at a loss, neither of which assumptions is normally 
justifiable. So we conclude that in the absence of some increase in the 
quantity demanded irrespective of a change in price, such as might re- 
sult from an increase in the population, a greater degree of prosperity, 
a diminution in thrift, or some other cause, an increase in the supply 
of any commodity will cause a decline in its price. 

2. Difterencb between a Change in Price and a Change 

IN Value 

A commodity which has declined in price in terms of gold money has 
not necessarily declined in value, as this term is understood among 
economists — that is, in its power to command other commodities in 
general in exchange. If other commodities have also declined in price 
in equal proportion, then there has been no decline in the value of the 
given commodity, except in terms of gold itself. If, for example, the 
producers of bananas desire to exchange their product, as they naturally 
do, for other articles they need, such as bread, meat, clotliing, fuel, etc., 
the quantity of these other things they can get in exchange for 100,000 
pounds of bananas will not be diminished by a decline in the price of 
bananas from five cents a pound to four if other articles have likewise 
declined in price proportionally — that is, by twenty per cent. The 
S4000 they now receive for 100,000 pounds of bananas will buy just as 
much as the S5000 they would have received with bananas at five cents 
a pound. If, however, the prices of other commodities remain un- 
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changed, a decline in the price of any given commodity represents an 
equal decline in its value. Several corollaries follow. The value of a 
commodity may rise even though its price remains unchanged if the 
prices of other commodities fall; the value of a commodity may fall 
even though its price remains the same if the prices of other commodities 
rise; the value of a commodity may fall while its price rises if the prices 
of other commodities rise in greater proportion, and its value may rise 
while its price falls if the prices of other commodities fall in greater pro- 
portion. It is, therefore, not safe to assume that the value — the power 
of a commodity to command other commodities in exchange — varies 
directly vith its price, an assumption that is often made and one which 
is a source of endless confusion. It is always necessary to consider the 
change in price of any given commodity in relation to price changes of 
■ other commodities to arrive at a sound conclusion in respect to a possible 
change in its value. Regardless, however, of the general trend of prices 
— whether up or down — an increase in the quantity of any particular 
commodity will tend to cause a decline in its value: if prices in general 
arc ri.ring, its price vill tend to rise less rapidly than the average; if prices 
in general are falling, its price will tend to fall more rapidly than the 
average. 


3. Cn.^KGEs IN' THE Sutpet aot Value of Gold 

fsince gold is a commodity, whether or not used as money, it follows 
that wh.at is true of all commodities must be tnic of gold — an increase 
in its quantity or supply will tend to cause a decline in its value. But 
the value of gold cannot Ijo expressed in terms of money or price when 
gold itself is the standard of value. The commodity gold and the money 
gold arc identical, and to cxprc.ss the value of a commodity in terms of 
it.self is meauinglcas. There is no price, of gold in the usual sense of the 
word, although there i.s a mint price of gold. The mint price of gold in 
the United S(ate,s, from 1837 to 1933, wn.s .820.07 an ounce for pure gold, 
Inil this (hrnw.s no light on the v.aluc of gold, but merely sta(e.s how many 
dollars of gold were to l>e coined from an ounce of bullion; one ounce 
cqunlcti .$20.07 ; or 2.3.22 grain.s equaled $1 . Rcgardlc.s.s of the mint price 
of gold, whether it lx* $20.07 or $1.07 an ounce, the value of gold is high 
or low in proportion to the quantity of articles other than gold it will 
command in cxcliange for it.'-elf. 

But if the value of gold cannot lx* cxprcs.'^d in terms of gold money, 
it c.an lx e\'prei-'=e<i in tenn« of the price.s of other commodities, and 
cl!.ange-< in the value of gttld am con<=eqviently reflectotl in and incMured 
by eh-nnprs in the prices of oSiier commodities. If prices of other com- 
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total value of the whole supply remain the same regardless of changes in 
its quantity. But when we examme the quantity theory of money we 
pVi^il find arguments supporting the point of view that the value of gold 
used as money varies inversely and proportionally with its quantity, 
other things remainmg the same. Since a large part of the total gold 
supply of the world is used as money, and smce the proportion of all gold 
used as money does not vaiy a great deal from time to time, it follows 
that if the value of gold used as money vanes mversely and proportionally 
with its quantity, the same must practically be true of the total gold 
supply, the monetary stock and the non-monetary stock combined. 

4. Measuhing Changes m the Value or Gold 

It has been stated that changes in the value of gold may be measured 
by changes in the general level of pnces. A rise in gold prices means 
neither more nor less than a fall in the value of gold. More definitely, 
the value of gold per unit vanes inversely and proportionally with the 
general level of prices. If prices double, the value of gold falls to half 
of its former value; if pnces increase fourfold, the value of gold declines 
to a fourth of its former value; if prices dechne by half, then the value of 
gold doubles; and so on. 

VTien changes in the price-level and in the value of gold are calculated 
or recorded, it is usually most convenient to state the facts in percentages 
and not in common fractions. For example, prices are said to have risen 
to 125 per cent of the previous level, not to have increased by one fourth; 
and the value of gold, or its purchasmg power, is said to have dechned to 
80 per cent, and not to four fifths of its former value. The reason is ap- 
parent — decimal fractions are more serviceable tools for statistical cal- 
culations than common fractions. This being so, a word of caution is 
necessary here. For some reason, a great many people fall into the 
grievous error of supposmg that if anything can rise more than 100 per 
cent it can also fall more than 100 per cent, and that if prices nse two 
hundred per cent, gold necessarily dechnes 200 per cent in value, and 
so on. It must, therefore, be emphasized that 100 per cent of anything, 
whether it be a figure representing the price-level, the value of gold, or 
what not, is all of it, and that a declme of 100 per cent brings us d^own to 
zero below which the value of nothing, unless it be assessable stock of 
bankrupt banks, can fall. It should also be emphasized that when 
prices rise, for example, to 125 per cent, or five fourths, of their former 
level, the value of gold does not fall to 75 per cent or three fourths of 
its former level, but only to 80 per cent or four fifths of its former level. 
A general statement that covers the situation is that the figure which 
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represents the decline in the value of gold is the 

that represents the rise in prices. The reciprocal of a ni^ber s i 
dividedV that number, or, in the case of a fraction, it is the fractio 

turned upside down. 
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commodities, as assumed, then we conclude that the average of all com- 
modity prices has risen to 125 per cent of its former level, and that the 
value of gold in terms of other commodities, or the purchasing power 
of gold money, has fallen to the reciprocal of 125/100 of its former value 
or purchasing power per unit, or 80 per cent. 


6. FaMoAcies of Index NmrBERS 


The 125 per cent, representing the new price-level expressed as a 
percentage of the old price-level, may be called a price-index number. 
If the old prices are assumed to be the prices prevailing in 1913 and the 
new prices those prevailing in 1930, then the price-index of 1930 would 
be 125, the base index of 1913 being 100. Ob\dously what the price- 
index will be depends upon the choice of the base year and the prices 
then prevailmg just as truly as upon the prices of the given year. 

It should be emphasized that, while changes in the price-level repre- 
sent the best means of measuring changes in the value of monej'-, whether 
gold money or some other kind, writers are not agreed upon the best 
method of measuring changes in the price-level, the computed average 
differing not only with the items included in the average, but also with 
the method of computing the average: the average computed by one 
statistician may differ widely from the average computed by another, 
even if both are honestly trjnng to find the true change in the price- 
level. And if one statistician is financially interested in proving that 
prices have fallen, while another desires to prove that prices have risen, 
it is conceivable that each can apparently demonstrate mathematically 
what he desires. 

For example, wage-earners may want to show that prices and the cost 
of living have risen in order to justify a demand for an increase in wages, 
while the employers in the case may desire to show that prices and the 
cost of living, instead of having risen, have actually fallen. The facts 
avaOable are contained in the following table: 


Item 


Old price 
per poxind 


Bread SO 03 

Butter 0.50 


Netr price 
per pound 

so 10 

0 25 


Per cent old 
price IS of 
the new pnee 

so 

200 


Per cent new 
pnee IS of 
the old price 
200 
SO 


Considering the old prices of bread and butter as 100 per cent in each 
case, the new prices are respectively 200 per cent and 50 per cent of the 
old. Adding the two percentages together, we get 250 per cent, and 
dividing by two, we arrive at the average of 125 per cent; and we con- 
clude that prices of bread and butter have on the average increased 
25 per cent, and that the cost of living, as represented by the prices of 
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bread and butter, has risen 25 per cent. The wage increase is justified. 
On the other hand, considering the new prices of bread and butter as 
100 per cent in each case, the old prices are SO per cent and 200 per cent 
respectively of the new. The average of the two is 125 per cent; and we 
conclude that the old prices and the cost of living were 25 per cent higher 
than the new. Instead of a rise in wages, a cut in wages is justified. 
Other plausible results might be shown on the basis of the facts. One 
pound of bread and one pound of butter at the old prices would have 
cost S0.55, but at the new' prices would cost only S0.35, a reduction of 
30 per, cent. But, it might be argued, ordinarily a person will consume 
five pounds of bread for each pound of butter, so a fairer comparison 
would be the cost of five pounds of bread and one pound of butter imder 
the old prices with their cost under the new prices; and this would be 
found to be S0.75 under each set of prices, so that the conclusion justi- 
fied in this case W'ould be that the price-level had remained unchanged. 
This discussion might be prolonged and elaborated, but enough has now 
been said to show that care should be exercised in computing changes in 
the price-level. 

7. A Satisfactory Weighted Index Nxtmber 

Statisticians have found that the construction of an inde.x number 
of prices which will measure satisfactorily changes in the price-level 
requires that prices of a considerable number of representative com- 
modities be included, and that these commodities be “weighted” in 
accordance with their importance in trade and industry, so that the 
quantities of the various commodities bought and sold as well as their 
prices will be given consideration in computing changes in the price- 
level. A widely used and satisfactory method of computing an index 
number of prices is the method represented by the following formula: 

^ Pigo 
S Poffo 

The letters or symbols in this formula have the following meanings: 

Po represents the price of a given commodity at the base period. 

Pi represents the price of a given commodity at the given period. 

go represents the quantity of a given commodity at the base period. 

S is the symbol of summation, or addition. 

The use of this formula may be illustrated by a simple example. Sup- 
pose that one wants to compute the average rise in the price of wheat. 
Corn, and cotton in the United States from September, 1914, to Sep- 
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tember, 1920, making due allowance for the total quantity of each com- 
modity produced, so that the index of prices found mil throw light on 
the increase in buying power accruing to the fanners as a result of the 
rise in prices. The formula requires that one find the quantity of each 
of the three commodities produced at the base period, 1914, calculate 
the value of these respective quantities both at the prices of September, 
1914, and September, 1920, and the total value of all three at the two 
dates, and then dimde the aggregate value of the three in 1920 by the 
aggregate value of the three in 1914. Using the approximate quantities 
produced and the prices of these commodities at these dates, and calcu- 
lating the price index on this basis we obtain the following results; 



Wheat (bu ) 

j Corn Om ) 

Cotton (bales) 

Total 

Total production m 
1914 

680,000,000 

2,670,000,000 

16,000,000 

j 

Pnee in Sept., 1914 

Sl.ll per bu. 

$0.77 per bu. 

$40 per bale 


Pnee in Sept., 1920 

$2 50 per bu. 

$1 30 per bu. 

$135 per bale 


Value at 1914 pnees 

$754,800,000 

$2,055,900,000 

$640,000,000 

$3,450,700,000 

Value at 1920 prices 

$1,700,000,000 

$3,471,000,000 

$2,160,000,000 

$7,331,000,000 


Price index, §7,331,000,000 divided by $3,450,700,000 = 2 12, or 212 per cent. 
Average rise m price, 212 per cent minus 100 per cent, or 112 per cent. 


This method of constructing an index number of prices is to be recom- 
mended because it is simple and because it does not require that the 
statistics of current production — for the given year — be available 
when the index is being calculated. Frequently it is impossible to ob- 
tain such statistics promptly. If a sufficiently large number of prices 
is included, say from 50 to 500, depending upon the particular purpose 
for which the index is to be used, the results given by this method wiU 
compare favorably with the results obtained by more complicated 
methods, for details of w’hich the reader is referred to textbooks on 
statistics. For the student who is unfamihar with statistical formulas 
a word of caution may be added. In the formula 

^ Plgo 

2 pogo 

the go in the numerator and the g# in the denominator may not be can- 
celed out, as might be done in a fraction not containing the symbol of 
.Summation, S. There is no short cut — the quantity of each com- 
modity included in the index must be multiplied by its respective price in 
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both the base year and the given year, and the series of products added 
“tte Seated in the tennnb, and as illustrated m our example, 

8. Tm Qdaotitt Theohy or Momn- Stated and m-usniATED 
Up to this point in tins ohapter it has been demonstrated that an in- 
crea® in the quantity of gold, other things mmammg J 

commodity must riS and standard money under 

that changes in the value of stand g reflecting changes in 

measured by eompntlng I one 

the general level of prices. ^ ' 9 

already y^any vniters. inversely and proportionally 

vary, as is Je^^arnple, if the quantity of money is 

with Its quantity, so ^ ^ ^ 55^3 on the average also 

doubled, other things remaining the sajn®, pn 

double, and the value of money per um a .. . jg 

The'importanee of the quantity *07 ^ 
true that the general level of prices pV,nnce the level of prices by 

tity of money, then it think that prices should be 

changing the quantity of mon y. „nniitvof money 10 per cent; 

raised 10 per cent, we simply ® ^ t we reduce the 

it prices are too high and should ^ " control the 

amount of money 10 per cent. money. While it is 

price-leyel unless we can control ® expressed in terms of 

diSicult to control the amount o , primarily upon the rich- 

ounces, which for the world at large ^ of past centuries, 

ness of available gold deposits and ^ +prmtional trade relations, it 

and for any particular country in dollars, 

is possible to control the amount o g > possible to con- 

hy changing the weight of gold in the dollar. It is also ^ 

trol the amount of toUon an^"^ of deposits sub- 

greenbacks, and the amount of ban money, affect the 

iect to check, which, acting as substitutes for gold m 
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reader by means of a simple example involving various assumptions 
contrary to fact. Assume, for the sake of simplicity and clarity of illus- 
tration, that gold is used only as rnonej", and that no money other than 
gold is used. Assume, secondly, that the only commodities bought and 
sold for money are wheat, coal, and iron, other articles either being pro- 
duced by people for their o\vn use or exchanged by barter. Assume, 
finally, that gold passes promptly from hand to hand, not being hoarded, 
and exchanges for these commodities in such proportion that a ton of 
iron is worth in terms of gold three tunes as much as a ton of coal and 
fifteen times as much as a bushel of wheat. 

Now, suppose further that the total quantity of wheat bought and 
sold in the course of a year is 100,000,000 bushels, the quantity of coal 
60,000,000 tons, and the quantity of iron 8,000,000 tons; and that the 
gold money in circulation amounts to $10,000,000, and that each dollar 
changes hands in payment for wheat, coal, or iron once a week, or fifty- 
two times a year. What would be the price of each of the three com- 
modities? Under the conditions assumed the only possible answer is 
readily computed, and it is SI a bushel for the wheat, $5 a ton for coal, 
and $15 a ton for iron. At these prices the total value of the three com- 
modities bought and sold in the year is $520,000,000, and tliis equals 
the total purchasing power in terms of gold money in the bands of 
buyers — namely, $10,000,000 in gold used fifty-two times during the 
year. This may all be set down in the form of a table as follows: 


Commodity 

Quanlity 

Price 


Wheat 

. . . .100,000,000 bu. 

8 1 

8100,000,000 

Coal 

. . 00,000,000 tons 

5 

3oo;ooo;ooo 

Iron 

. . . 8,000,000 tons 

15 

120',000;000 

Total . 



8520,000,000 


If all the prices had been lower, each dollar could not have been spent 
fifty-two times during the year. If all the prices had been higher, there 
would not have been enough money to pay for all the wheat, coal, and 
iron. If the price of one of the commodities bad been lower, the price 
of one or both of the others would have had to be higher, and the relative 
values assumed would not have existed. The prices given are the only 
prices which will establish an equilibrium between the amount of money 
offered and the quantity of commodities supplied. The simple average 
price of the three commodities, unweighted for quantity, is $7, found by 
adding together $1, $5, and $15, and dividing by 3. The total number 
of units of commodities is 168,000,000, and the average price per unit, 
calculated by divdding $520,000,000 by 168,000,000, is approximately 
$3,095. The relation between the quantity of money in circulation and 
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rrfitst- rjr.i-S5L“r = 

hand, may be expressed in the form of an equation thus. 

§10,000,000 X 52 = S3.095X 168,000,000 

I.™ this scmtioB it b— ‘ 

:':MTratS>ir Sf S .aa — the sa™. 

The equation would then rend . 

§20,000,000 X 52 = $6.19 X 168,000,000 

Wheat ™.a now be S2 a « h^™ 

Prices having aoublea, the ” j ^o^ey haa been re- 

cnt in haU If, on the other harf, „r,d the 

duced by haF, prices wou ^nnhlcd In short, any change in 

value of money per unit wou la unchanged, would result 

the quantity of If wc grant the assumptions made, 

in an equal change in average p ‘.-tir nf monev the value of money 
prices vary directly with the quant^y^^^^^^^ ,,, 

per unit varies inversely P unchanged regardless of 

value of the total supply of y theory of money is 

changes in its quantity; 3^^. it should be noted that the 

demonstrated by simple arith ViiirVilv artificial, 

conditions assumed in the is used as standard money. 

In the actual business ^^^^^s^^u^edium of exchange, and 

it is used also for other purpos extremely important 

various other kinds of are used in buying and selling goods. 

substitutes for money, bank ch k^ regularly at the same velocity - 

Moreover, money may not ci ^.^y 

it may change hands rap ^ J gold, but thousands of 

not merely three commodities parcels of real estate, 

them, not to mention labor, f sold several 

and other goode, and some » *“ J “lid for years at a 

times in quick succession, win n^nmndities nroduced and offered 

time. Einally, the quantity o new AU these things would 

forsale varies incessantly and ft doubtful that there is an exact or 
seem to make it appear extrem y ynonev and prices, 

even a close relation between the quantity of money ana pr 

9. A Monn Precise Statement OF THE Quantity Theory 

The purpose of ®™P^®J^J4ytheory'^S SoLy, but merely to 
prove the soundness of the qua y 
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introduce the reader in a simple way to the general nature of the rca'^on- 
ing on which the theory is based. The simple equation given in the 
preceding section, while it seemed to prove the tnith of the quantity 
theory when not too closely examined, upon more careful inspection 
was found to be defective because based upon many assumptions con- 
trary to fact. The quantity theorists, notable among whom i.s Irving 
Fisher, have, however, devised the so-called equation of e.xchangc, 
which represents truly the relation between the quantity of money and 
the general level of prices as it actually exists in the business world, 
with no artificial conditions assumed This equation of exchange is 
written as follows; 

MV-VM'V'=PT 

In this equation M stands for money in circulation, including, in the 
United States, not merely gold money, but .also silver, nickel, and 
copper coins, and our various kinds of government paper money and 
bank notes, but excluding money held in bank reserves and the Govern- 
ment Treasury. F stands for the average number of limes each dollar 
of money changes hands during a given period, as a week, a month, or 
a year. M' stands for the total amount of bank deposits subject to 
check, not including deposits by banks in other banks. V stands for 
the velocity of circulation, or rate of turnover, of b.ank deposits subject 
to check. What is meant by the velocity of circulation, or turnover, 
of bank deposits can be most readily explained by a concrete example. 
Suppose that James ■\^Tlite carries a bank deposit subject to check w’hich 
on the average stands at $1000. But he feeds this deposit regularly 
with his salary checks and other sources of income at the rate of $1000 
a month, or $12,000 a year. At the same lime he draws checks against 
it to cover his hving expenses and investments, drawing out on the 
average $1000 a month, or $12,000 a year. The rate of turnover or 
velocity of circulation of his bank deposit is then once a month, or 
twelve times a year. Similarly, the velocity of circulation of all bank 
deposits might be calculated — by dividing the total amount of checks 
drawn against all banks by the total average amount of bank de- 
posits. 

On the right-hand side of the equation, P stands for the average 
price and T for the total number of units of goods or services bought 
and sold. This is not the simple average of all prices, it should be noted, 
but the weighted average obtained by dividing the total value of all 
goods and services bought and sold during a given period of time, by 
the total number of units bought and sold. 
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Applying these meanings to the sbc factors in the equation it wiU be 
perceived that it reads in plain English as follows: . 

The quantity of money in circulation multiplied by its velocity of 
circulation, plus the quantity of bank deposits subject to check multi- 
plied by their velocity of circulation, equals the number of units of 
goods and services bought and sold multiplied by their average price. 

No one can deny the truth of this statement. Even the opponents 
of the quantity theory of money admit that the equation of exchange, 
with its six terms properly defined, is true. It is, in fact, as true as the 
glaringly obvious fact that in the aggregate the buyers of goods and 
services pay exactly as many dollars as the sellers receive. But this 
truism, the opponents contend, offers little evidence of any direct and 
necessary relation between the quantity of money and prices. The 
quantity theorists, however, hold that it offers very convincing evidence 
of such a relation. Let us examine this evidence in the light of reason 
and monetary history, avoiding the metaphysical hair-splitting and 
word-quibbling which too often conceal the true arguments pro and con 
in such controversies as this. 

10. The Nature and Significance op the Quantity Theory 

Controversy 

The quantity theorists do not contend that prices actually and neccs-* 
sarily vary directly and proportionately with the quantity of money, 
nor do the opponents contend that prices are quite unrelated to the 
quantity of money. The controversy does not take this extreme form. 
Rather it takes the form, first, of a considerable difference of opinion 
concerning the degree to which changes in the money supply are likely 
to affect prices, and, secondly, of a decided difference of opinion as to 
whether the price-level is determined by the quantity of money and bank 
credit, or is itself one of the determinants of the quantity of money and 
bank credit. Whether or not the controversy has any economic and 
political significance, and does not represent merely an exciting game of 
mental gymnastics, depends upon whether it is deemed possible con- 
sciously to control the price-level by the deliberate manipulation of the 
monetary mechanism of the Government and the banks. 

While the quantity theorists do not hold that prices necessarily vary 
directly and proportionately with the quantity of money, they do contend 
that there is a very strong tendency for prices to rise directly in pro- 
portion to an increase in the supply of money. Their opponents deny 
that there is any such strong tendency. Close reasoning is involved 
here and the reader must attend carefully to follow the argument. The 
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point to be demonstrated is that an increase in the quantity of money, 
of 50 per cent, for example, tends very strongly to bring about a 50 per 
cent increase in prices. That is to say, if the factor M in the equation, 
MV+M'V' — PT, increases by 50 per cent, the factor P will tend 
strongly to increase by 50 per cent also. This is true, say the quantity 
theorists, because a 50 per cent increase in the quantity of money tends 
very strongly to be accompanied by a 50 per cent increase in bank de- 
posits subject to check, but does not tend directly to cause a change 
either in the velocity of circulation of money or in the rate of turnover 
of bank deposits, nor does it cause a substantial change in the physical 
volume of trade. If, then, both M, the amount of money, and M', the 
amount of bank deposits subject to check, increase 50 per cent, V and 
V' remaining the same, the value of the left-hand side of the equation 
of exchange, MV plus M'V', is increased 50 per cent, and the right- 
hand side must therefore also be increased 50 per cent. This means 
that if T, or the physical volume of trade, is rmchanged, P must have 
increased 50 per cent. 

But upon what grounds can it be contended that an increase in the 
quantity of money, M, tends to result in an equal increase in ilf', and 
to leave practically unchanged V, V, and P ? It is obvious that if a 
change in M does not bring a corresponding change in M', or does 
bring substantial changes in V, V, or T, the assumption that an in- 
crease in M tends strongly to bring an equal increase in P is not justified. 

11. The Reiation between the Quantity of Monet and the 
Quantity of Bank Deposits 

A discussion of the basis of the assumption of the quantity theorists 
that there is a direct relation between the quantity of money and bank 
deposits such that, if the first increases 50 per cent, the second tends also 
to increase 50 per cent, leads unavoidably to a brief discussion of certain 
principles of banking which cannot be adequately treated at this point, 
and to which fuller consideration must be given later. The present dis- 
cussion of these principles is pro\Tsional only and designed merely to 
bridge what would otherwise be a gap in the reasoning sustaining the 
quantity theory of money. This represents only one of many RiTnOar 
difficulties encountered in a satisfactory^ e.\-position of the subject of 
money and banking, the different phases of which are so interrelated and 
complicated that it seems almost impossible for anyone to understand 
fully one aspect of it without first having learned something about all 
other aspects. 

With some qualifications to be noted in due course, it may be said that 
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laith. But in later chapters these relations -will be demonstrated by 
more detailed theoretical analysis, and illustrated by statistics of bank- 
ing operations in recent years in the United States. 

Granted that there tends to be a fixed ratio between cash reserves 
of banks and bank deposits, it remains to show that there exists a similar 
relation between money in circulation and bank deposits. It has been 
observed, and can at least in some measure be demonstrated by sta- 
tistics, that individuals, firms, and corporations tend normally to pre- 
serve a more or less definite ratio between their cash transactions and 
their check transactions. Cash is used, for example, in small retail 
transactions and in many cases in meeting payrolls, while in most 
transactions of any importance among business men checks are used. 
Habits and preferences in this respect are not normally subject to great 
and sudden changes, and are unlikely to be upset by changes in the 
supply of money in the countiy. HTien a person comes into possession 
of more cash than he requires for his customary cash payments, he 
deposits the surplus in the bank; when he runs short of cash, he cashes 
a check and thus replenishes his purse. A general increase in the amount 
of money in circulation causes a flow of money into the banks, increasing 
the cash reserves of the banks. The increase in the cash reserves of the 
banks tends to lead to expansion in loans and investments of the banks, 
and consequently in bank deposits, affording the basis of larger check 
transactions by the customers of the banks. The money in circulation 
will continue to flow into the banks and bank deposits will continue to 
expand until the equilibrium is once more established uith the cus- 
tomary ratio existing between the banks’ cash reserves and their de-; 
posits, on the one hand, and their customers’ cash and check transactions 
on the other. And when this equilibrium is established, the ratio be- 
tween the cash in circulation and the cash reserves of the banks will be 
as before — each will tend to have increased in the same proportion. 
Similarly, we can reason that if the increase in the money supply came 
in the first instance in the banks, increasing their cash resers'e ratio, 
the banks would tend to expand loans and investments and thus de- 
posits, affording the basis of larger check transactions for their customers. 
The customers would now need to draw some additional cash from the 
banks to restore the usual ratio between their check and their cash 
transactions, and the flow of cash from the bank reserves into circulation 
would continue until the customary ratio between cash in circulation 
and bank deposits had been restored. 

From all this wc may conclude, with certain qualifications yet to be 
made, that an increase in the quantity of money, M, tends to be ao- 



RELATION TO VELOCITY OF CIRCULATION 


97 


compaBied by or to result in a similar increase in bank deposits subject 
to check, But one important point should be emphasized. To 
permit a 50 per cent increase in bank deposits requires an increase in 
the amount of money in the country great enough to increa.^c both the 
money in circulation and the cash reserves of the banks by 50 per cent. 
If, for example, the customary ratio between cash in circulation and 
cash in bank reserves is 1 to 1, and the amount in circulation is .$1,000,- 
000,000, and the amount in the banks is $1,000,000,000, then it will 
require 50 per cent of $2,000,000,000 of additional money to permit a 
50 per cent expansion in bank deposits if the customary ratios are to 
be presciw'cd; $500,000,000 must go into circulation and $500,000,000 
must go into the bank reserves, and it makes no difference in what 
quarter this new money first appears, w'hcthcr in the banks or in general 
circulation. It is not quite correct to state, then, that a 50 per cent 
increase in the amount of moncj' in circulation tends to result in a 50 
per cent increase in prices. Unless there has been a concomitant in- 
crease in the cash reserves of the banks, a certain proportion of this new 
money must flow into the banks before bank expansion becomes pos- 
sible, and the net increase in the amount of money in circulation is less 
than 50 per cent. 

Another point that should bo noted is that the new money will tend 
to affect prices most promptly if it comes from many sources, but it 
■will affect prices, nevertheless, even if it comes from only a single source, 
as from one enormously rich new’ gold mine, or is imported from abroad 
by one largo banking house. In cither of these cases the owner of the 
new money will either invest it or spend it, unless, what is unlikely, he 
hoards it. The people who receive it from the original owner wiU in 
turn invest it or spend it, and so it will gradually be diffused throughout 
the banking system and among the people. 

12. The Quantity or Money and the Velocity op Circulation 

Ha'ving showm on w’hat grounds it may reasonably be assumed that 
an increase in the supply of money will tend strongly to bring about a 
proportional increase in bank deposits, we must now show that such an 
increase in money docs not tend to cause a substantial change in the 
velocity of circulation of either money or banlc deposits, or of the physical 
volume of production and trade, and that practically the full effect of 
the increase in money and bank credit will tend to act upon prices. 
Consider first the velocity of circulation of money and bank deposits. 

Just as every person tends to preserve a customary ratio between his 
cash transactions and his check transactions, so he tends also to pre- 
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Ecrv’c a cusloniary ratio between liis liquid re^ourci in the fonn of 
cash and money in the bank or bank deposits, on tlic one hand, and iiis 
annual income on the other. ITis annual uiconie Cfpials, of cotirse, the 
amount which he spends plus what he invents. For instance, .a man w ho 
has an income of $5000 a year may, a-? n matter of habit, cany' an 
average of $25 in his purse and maintain an average checking account 
in his bank of $225, so that his pocket-money phis liis checking account 
amount on the average to 5 per cent of his income. In that ca'-T the 
average turnover of his cash on hand and bank' deposit combined would 
be twenty times a year. Since there is this sort of customary turnover 
for each person, there must be a customary turnover for nil individuals, 
firms, and corporations combined, and the average rate of turnover for 
all combined would, under normal circum'^tanccs, not lie subject to grc.at 
and sudden changes. Assume this to be twenty times a year. 

Suppose, then, that all these individuals, finuR, and corporations 
should find themselves on the average with 50 per cent mom cash and 
bank deposits on hand than normal, but with the same incomes ns be- 
fore, because neither prices nor the physical volume of trade had 
changed. Unless they now spent or invested more freely — that is, 
bought more goods than before — the custom.aTj’ ratio between their 
income and their liquid resources would be b.ad1y upset — tlio ratio 
would be only two thirds as high as before. If, however, they all spent 
or invested more freely, the demand for goods of all kinds would be 
increased, and unless the supply were also incroa'^od, prices would rise, 
and wages would rise, and money incomes on the whole would ri=c. In 
order to re-establish the customarj' ratio between cash and bank de- 
posits on the one hand and income on the other, all the individuals, 
firms, and corporations would on the average not only have to spend 
the original excess, but the additional new income that now came pour- 
ing in. In the aggregate they would not be rid of their cash and bank 
deposits after spending them once — every dollar spent by one would bo 
received by another. Now, there is no good reason for assuming that 
an increase in their money incomes and an increase in the amount 
available for spending and investment would change substantially the 
opinion of many of the people as to the proper relation between liquid 
resources in the form of cash on hand and money in the bank to total 
income and total expenditures. It might, therefore, reasonably be 
expected that equilibrium would be re-established when, in the absence 
of an increase in the physical volume of production, prices and money 
incomes had risen by the same proportion as money and bank deposits 
had increased. 
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13. The Quantity of Money and Credit and the Physical 
Volume op Trade 

But would not the increase in money and bank deposits cause an ex- 
pansion of production and the physical volume of trade rather than ex- 
haust itself in forcing a rise in prices? To this the quantity theorists 
may reply that the amount of goods produced, transported to market, 
and offered for sale is limited by the physical capacity of plant and 
equipment — by natural resources, labor, and capital — and that the 
amount of land, labor, and capital equipment cannot be increased by the 
simple expedient of digging more gold from the ground, or importing 
it, or by printing government paper money and expanding bank credit. 
Therefore, an increase in M and M' does not tend substantially to 
increase T. 

This concludes the reasoning on which the quantity theory of money 
is based. Since increasing the quantity of money does tend strongly to 
increase bank deposits proportionally, and not to increase either V and 
V' or T, the natural result of an increase in M is a proportional increase 
in P. And the reasoning which supports the conclusion that an increase 
in the amount of money tends to bring an increase in prices would sup- 
port also the conclusion that a decrease in the amount of money would 
cause a proportional decrease in the price-level. 

14. Some Criticisms of the Quantity Theory 

The arguments commonly advanced by the quantity theorists to 
support their contention that a change in the quantity of money in 
circulation tends to cause a proportional change in prices have now been 
presented, and, with some reservations, accepted. It remains to con- 
sider these reservations and some arguments of the opponents of the 
quantity theory. Consider, first, the assumption that an increase in 
the amount of money tends to result in a proportional increase in bank 
deposits. It must be emphasized that the increase in bank deposits 
is not primarily the result of more cash being carried to the banks, but 
comes from the desire of the banks to utilize their excess cash reserves 
in expanding loans and investments. But neither a bank nor anyone 
else will invest when there is good reason to believe that the investment 
will result in a loss being sustained. When prices of commodities and 
securities are falling, and are expected to continue to fall, business men 
and investors will not seek loans from the banks in order to buy, nor 
will the banks themselves be desirous of investing in securities. Under 
these circumstances an increase in the cash reserve of banks will not 
and cannot cause a proportional increase in loans and investments, and 
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consequently in bank deposits. It is only when bankers are eager to 
invest and business men and investors are eager to borrow that the 
increase in cash reserves may reasonably be expected to result in a pro- 
portional increase in bank deposits. It is correct to say that an increase 
in bank reserves will permit an expansion of bank loans and investments, 
and consequently of bank deposits. It is not correct to say that it will 
always and promptly came such an expansion. 

Here we have probably the most serious defect of the quantity theory 
of money as a theoretical basis for monetary reform. It is precisely 
during periods of industrial depression and falling prices that attempts 
are likely to be made to make practical apphcations of the quantity 
theory. More money is likely to be injected into circulation, or the 
cash reserve requirements of the banks will be reduced by law, for the 
purpose of causing a rise in prices; but the rise in prices will not appear 
until the desire is aroused in the people to utilize the additional money 
and bank credit in productive enterprise and investment. Probably 
nothing short of the printing of great quantities of paper money and 
distributing it gratis among “the veterans” or other people, thus putting 
enormous sums of actual cash in the hands of consumers, could start a 
buying wave of sufficient proportions to reverse the movement of prices 
from downward to upw'ard in the absence of other stimulating develop- 
ments. 

Not only do excess bank reserves tend to remain idle during periods 
of depression, thus upsetting the customary ratio betw’een the amount 
of money in the banks and bank deposits, but if the depression is serious 
and many banks are failing, people tend to withdraw unusually large 
sums in cash from the banks, thus upsetting the customary ratio be- 
tween cash in circulation and cash reserves of the banks. Moreover, 
so long as prices of commodities, securities, and real estate and the wages 
of labor continue to show a declining tendency, people spend and in- 
vest less freely, and actually hoard currency, so that the velocity of 
both money and bank deposits is cut down; and this tendency cannot 
at once be checked bj’- the issue of additional money. These monetary 
phenomena of depression periods appear so regularly and in such rm- 
mistakable form during all severe depressions that even the most ardent 
believer in the quantity theory of money can hardly deny their existence 
and their potency. But the importance of this limitation in the pow'er 
of an increase in the supply of money to raise prices should not be e.x- 
aggcrated. It still remains true that over a longer period of time the 
probable effect of an increase in the quantity of money is a proportional 
increase in prices. After every period of depression comes a period of 
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prosperity. Prices of commodities, securities, real estate, and wages of 
labor rise. People become eager to spend and invest. Banks find 
would-be borrowers for every dollar they are willing to lend. Bank 
reserves are utilized to the utmost. In the absence of fundamental 
changes in the banking system, the ratio of deposits to cash that prevailed 
in the last period of prosperity will tend to be re-established in the next, 
and the old ratio of cash in circulation to cash in banks, as well as the 
old rate of turnover of both cash and bank deposits, will also tend to be 
re-established. From the peak of one period of prosperity to the next, 
there tends to be no marked change in these customary ratios, and on 
these grounds there is no good reason to doubt the soundness of the 
quantity theory of money. The quantity theory must only be adjusted 
to or corrected for the abnormalities of the business cycle. 

While an increase in the quantity of money cannot force prices up 
from the bottom or trough of a period of depression, a contraction in 
the amount of money can and will pull prices down from the peak of a 
period of expansion and speculation. If banks have expanded to the 
very limit and their reserve ratio is at the minimum required by law or 
sound banking, any reduction in the amount of actual cash, whether it 
appears first in circulation or in the^bank reserves, such as would be 
caused by retirement of paper or token money or exportation of gold, 
will force a proportional decline in bank loans and investments and 
bank deposits, and hence a decline in prices. In the absence of an 
increase in the velocity of circulation of money or bank deposits, or a 
decline in the physical volume of trade, the decline in prices must be at 
least as rapid as the decline in the quantity of money and bank deposits, 
but it may be much more rapid, and is in fact likely to become so, as the 
panicky fOar of further price declines develops and destroys the desire 
to buy, and so reduces the velocity of circulation of money and bank 
deposits. 

It has already been stated that during periods of rising prices and 
prosperity people become more eager to buy and during periods of 
declining prices less eager. This implies, of comrse, a demand for a 
larger quantity of goods during the period of rising prices, and more 
goods can be sold if they become available. They do in fact become 
available. Ydien the quantity theorists argue that the quantity of 
goods produced, transported to market, and offered for sale cannot be 
increased merely by increasing the quantity of money, because the 
physical volume of production and trade is limited by the capacity of 
plant — by the land, labor, and capital equipment of the country — they 
leave out of consideration that at all times, except at the peak of periods 
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of prosperity, and sometimes even then, there is idle land idle labor, 
and idle capital. YTen the extra money and the extra bank credi 
lead to rising prices, business becomes more prosperous and busmes 
men endeavor to increase output; land, labor, and capital become more 
fully employed. Physical volume of trade, the T in the equation o 
exchange, expands substantially, as much as 25 per cent or more, per- 
haps, and part of the power of the increased quantity of money and cremi 
is exhausted in caring for this expansion in trade, and not all of it re- 
mains available for forcing a rise in prices. Similarly , during perio s 
falling prices, output is restricted because of declining profits and op- 
portunity for sale, and the whole force of the blow of the restriction o 
the quantity and velocity of circulation of money and bank deposi s 
must not be borne by prices. Part of it is absorbed in the dec g 
physical volume of production and trade. Here, too, the quanti y 
theory of money must be adjusted to the abnormalities of the business 
cycle. Because of substantial changes in the ratio between money an 
bank deposits, in the velocity of circulation of money and bank deposits, 
and in the physical volume of trade, during the ups and dowM of t e 
business cycle, prices do not necessarily move in close conformity wi 
the quantity of money, but largely independently of it. For this reason 
it is extremely doubtful that prices can be stabihzed by stabilizing the 
quantity of money, unless stabilizing the quantity of money will at the 


same time bring an end to business cycles. 

Thus far the criticism of the quantity theory has been directed pri- 
marily at casting doubt upon the probability that an increase in the 
supply of money tends strongly always to cause a proportional rise m 
prices. The other phase of the controversy between the quantity 
theorists and their opponents, namely, the question of whether prices, 
rather than being determined by the quantity of money and bank 
deposits, are actually the determinants of the quantity of money and 
bank deposits, has not directly been touched upon. When, however, 
it is admitted that bank credit during the various phases of the business 
cycle can vary independently of the quantity of money, the conclusion 
can hardly be avoided that, within limits, changes in prices may affect 
the amount of bank deposits, and hence the total amount of money pins 


bank deposits. If during the depths of a depression, when banks have 
enormously contracted loans and investments and hence deposits until 
they have great excess cash reserves, something occurs to stimulate 
confidence in certain quarters that a shortage in certain commodities 
is impending — a crop scare in wheat, for instance — a buying wave may 
develop and the price of wheat will rise. This rise may take place 
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Chapter V 

CHANGES IN PRICES 
1. Why Inflation is Popular 

In the chapter on The Functions and Quahties of Money some of the 
evil consequences of price changes were discussed to show the importance 
of stability of value in the money used as a standard of value and medium 
of exchange. We must consider this subject further. However d^ 
sirable stability in the value of money may be, and however certain it 
is that a persistent and marked mcrease m its quantity ivill eventually 
cause a decline in its value and a nse in prices, to be followed almost 
certainly by a disastrous financial crash, it is, nevertheless, true that a 
great many men are naive inflationists, who believe that their country 
can never have enough money, and who would view as an absurdity the 
idea that it might have too much. The only way to change their opin- 
ion on the subject may be to let them hve through a period of calamitous 
inflation and the financial chaos that follows m its tram. 

IVhy many persons who have made no great study of money and bank- 
ing are likely to favor inflation of money and bank credit is not hard to 
explain. In the first place, they confuse money, the medium of exchange, 
with wealth. They know that the more money they have the more 
things they can buy. More money in hand or m the bank means for 
them more food, more clothing, more funuture, a bigger and better 
house, a more luxurious automobile, and so on without end. If they 
obtain their money by working for wages, and find their employment 
irregular and wages low, they conclude that the reason for this unhappy 
state of affairs is the lack of sufficient money m the hands of business 
men to give them steady employment at good wages. If they are m 
business for themselves and find sales slow and prices for their products 
too low for their liking, they conclude that there is a lack of money 
m the hands of the buyers. If they run short of ready cash and are 
told, when they try to borrow, that money is “tight” and that they can- 
not have a loan at all, or only by paying a substantial rate of interest, 
they conclude once more that there must be a great shortage of money m 
the country. 

The naive inflationist, it should be noted, is not a quantity theonst 
He wants more money, not to raise the price-level, but in order to m* 
crease his buying power, his selhng power, or his borrowing power. 
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Although he may have in mind the notion that with more money in the 
country he will be able to draw' higher wages or get more for his own 
product, he illogically leaves out of account that others will be able to 
do the same, and that wdth higher prices all around, the increase in the 
quantity of money w'ill be offset by the higher prices that must be paid 
for goods and services. 

In addition to the naive inflationist who can alw'ays be counted upon 
to support legislation to provide more money, there is the somcw'hat more 
enlightened man W'ho gi'asps in a broad w’ay the significance of the fact 
that expansion of monej' and bank credit means higher prices, and 
urges such expansion in order to profit thereby. Debtors, of course, 
have a very real and selfish interest in a rise in prices, or a decline in the 
value of money, because this makes it easier for them to pay their 
debts. But there is a widespread belief, almost a general conviction, 
that rising prices are conducive to prosperity. It is for these various 
reasons that legislation pro^^ding for expansion of money and credit 
is likely always to be popular, and legislation designed to prevent ex- 
pansion or to compel contraction is likely to be ex-treraely unpopular. 
The monetary history of the United States consists in no inconsiderable 
part of details of projects for expanding money and bank credit, some 
of wliich achieved their purpose and some of which were defeated with 
great difficulty. Legislation which has been designed actually to force 
a contraction of the currency has almost invariably been foredoomed to 
defeat. Let us now consider the gains and losses that may reasonably 
be expected to accrue to various classes of people from rising or falling 
prices, and observe what justification, if any, there is for the general 
predilection for rising prices and distaste for falling prices. 

2, Business PaoriTS When Prices are Stable 

For the purpose of the present analysis persons concerned with price 
changes may be divided, first, into the two classes, business men and 
their employees, and secondly, into the tw'o classes, debtors and cred- 
itors. These four classes, be it noted, arc not logically distinct, com- 
posed, that is to say, of four distinct sets of persons. A man may be 
either an employer or employee, and at the same time both a debtor and 
a creditor, owing money to someone while someone else owes money to 
him. In fact, this is frequently the case, and this is a cause of serious 
trouble in periods of rapidly rising or falling prices. 

Consider first the business man, employer of labor. He may be quite 
justified in believing that an increase in the quantity of money in 
circulation, whether coming from the gold mines, the government 
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ing press, or the banks of issue, will promote his prosperity by permitting 
him to sell a larger output of goods at higher prices. One of the most 
noticeable effects of rising prices engendered by an expanding currency 
is the stimulation to business that it brings. More money is offered 
for goods and services, not merely because there is more money in the 
country, but because, once a rise in prices is under way, both producers 
and consumers buy more eagerly and more promptly than before to 
anticipate a further rise in prices, and thus speed up the velocity of 
circulation of money and bank deposits. Business men, experiencing a 
growing demand for their products at rising prices, are likely to sec 
their profits grow by leaps and bounds, even though suffering at the 
same time an increase in the costs of production as a result of rising 
prices of the things they must buy. 

..■We caimot here undertake a thorough discussion of the theory of 
business profits nor of all the varied phenomena and sequences of the 
business cycle, but we must touch upon some of the more significant 
aspects of these subjects. Essentially, business is buying to sell at a 
profit, whether it be merchandising, mining, manufacturing, transporta- 
tion, or what not. In all branches of industry goods and services are 
bought and goods or services, or both, are sold, the business man always 
hoping to sell his product at a profit; that is, for more than he pays for 
the goods and services from which or with the aid of which he produces 
'it. -.But when competition prevails in any industry, the value of the 
product tends constantly to fall to or even below the cost of production, 
so that the business man may make no profit, and may actuallj' suffer 
a loss." In fact, it may be demonstrated, by deductive reasoning, in a 
fairly conclusive way that if interest on a business man’s own capital 
and fair wages for his own labor be included as costs of production, as 
good accounting practice requires, the business man of average ability 
and average luck will make no profits at all under normal conditions. 
During a period of persistently rising prices he is likely to make good 
profits and during periods of declining prices he is likely to suffer loss. 

. .Consider what would be imphed by a state of business permitting the 
average business man to make profits year in and year out. This 
would mean that men of mediocre abihty would find things so nicely 
arranged that they could always buy goods in one market and turn 
around and sell these goods in a different place, in a different form, or in 
a different combination,- at a price so much higher as to more than cover 
the cost of the operations involved. The situation would be quite 
analogous to . being able to buy wheat on the grain market, with the 
assurance of always being able to. sell it at a profit, or of buying stocks 
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at a low price," with the certainty of selling them at a higher price. 
But actually on the grain and slock market profits are not assured; 
neither are they in business operations. 

Profits are not a reward, as many business men seem to tliink, to 
which the average business man is entitled by the mere fact that 
he is in business. They are rather a reward for risk-taking and superior 
managing ability. The business man far above the average, having all 
the qualities of a good business man, including good judgment, fore- 
sight, and administrative abiUty, may gain a profit because he has 
these qualities. The business man of average ability or less than average 
abiUty may make profits by talcing risks involved in price changes, 
fluctuations in demand, or other conditions, if luck favors him, but he 
must accept losses as a consequence of these risks if chance turns 
against him. Business men of e.vtraordinary ability may make large 
profits and become milfionaires without enjoying unusually good luck. 
If great good luck is combined with unusual capacity, a multimillionaire 
is likely to be the result. 

Naturally, most men are not above the average in ability, but are 
only average men or below. Business men who are making no profits 
or who are suffering losses are then always in normal times in the 
majority. These things being so, the general run of business men, 
particularly the small business men with limited capital, are a pessimistic 
lot when the general level of prices is stationary or falling. Sales seem 
slow, prices are dragging along at cost of production or below, profits 
non-existent. Under such circumstances a rising price trend is as 
cheering as sunshine after a shower. 

It has already been stated that rising prices act as a stimulant to 
business, promoting the prosperity of business men and increasing their 
profits. It remains to show why rising prices bring such delectable 
results to the entrepreneurs — why the higher prices for the things which 
the business men buy do not fully offset the higher prices they receive 
for their products, leaving their profits, or their losses, unchanged. 

3. Rising Prices Increase Profits 

As indicated in the preceding section, competition among business 
men tends to keep the price of the product so low with relation to the 
prices of the cost items, labor, raw materials, machinery, and supplies, 
that the average business man makes no profits. The appearance of a 
gap between costs and prices at once sets in motion forces that tend to 
close it. Profits tempt the business men to expand output, thus in- 
creasing the demand for their cost items and raising prices, and in- 
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creasing the supply of their product, thus causing a fall in prices. But 
a general and persistent rise in prices made possible by expansion of 
money and bank credit tends to keep the gap between prices and costs 
open for a considerable period and presents splendid opportunities for 
reaping business profits even to the entrepreneur of mediocre ability. 

When additional money or bank credit pours into circulation, it 
tends first of aU to bring a buying movement among consumers rather 
than among producers; business men catering to the demands of the 
ultimate consumers experience an increased demand for their products 
— they find that they can sell in larger volume and at rising prices. 
When these favored business men expand output to take advantage of 
the better market, their expansion does not at once entail a rise in costs 
proportionate to the rise in the price of their products; therefore they 
enjoy for a period, not only a larger volume of sales, but a larger profit 
per unit of output. It takes more or less time for expansion in any 
industry to bring about such an increase in demand for all the items 
entering into its cost of production that the rise in the prices of these 
various items mil represent in the aggregate an increase in costs equal 
to the increase in the value of the product. Unless the rise in price 
of the product has been foreseen by many producers in a given industry, 
none of the things they buy will rise in price as soon as their product 
rises in price, except possibly such items as are bought also by business 
men in other industries which have experienced somewhat sooner an 
increased demand for their products. 

But when the expansion of a given industry continues in response to 
a growing demand at higher prices for its products, it will inevitably 
lead to a rise in the prices of the goods and services which the producers 
must now buy in larger volume, since the sellers of these goods and 
services are in a position to take advantage of the increasing demand. 
This increases the costs of the first industry, but it brings prosperity and 
growing profits also to the other industries from which it buys. These 
in turn temporarily enjoy rising prices and larger volume and greatly 
enhanced profits because of lagging costs. From this second group of 
industries the prosperity spreads to still others in a similar way in ever- 
widening circles until the whole industrial field, with some possible ex* 
ccptions, is embraced. 

In a period of rising prices not all cost items — and this is an ex- 
tremely important point tend to increase in price at the same time 
or at the same rate. Note why this is true. 

There is a tendency in practically every industry to expand plant and 
equipment beyond the point where the normal demand for the product 
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is sufficient lo permit nil plants to operate nt capacity. Except in times 
of unusual activity there is likely to be 10 per cent or more of unused 
capacity. This overexpansion, if it may properly bo so called, results 
from overoptimism of some producers, from wise planning for future 
increase in business, from occasional periods of abnonnally great de- 
mand, and from various other causes. The excess capacity makes pos- 
sible a substantial increase in output without the construction of addi- 
tional plant and equipment. Not onljq therefore, docs the average pro- 
ducer not have to pay for additional plant and equipment at liighcr 
prices when he begins to expand during a period of increasing demand, 
but he does not have lo buy any additional plant and equipment at all. 
If some producer leases instead of owning his plant and equipment, the 
rental will probably liavc boon fi.\-ed in advance for a period of several 
years and he will experience no increase in costs from this source for 
some time. If he is operating on borrowed money, and has obtained his 
funds on a long-term loan, ns by a bond issue, this cost item will remain 
fixed until the loan expires. Insurance and taxes will respond tardily to 
a rise in prices. 

'\l>’'agcs might be expected to rise promptly during a period of expand- 
ing industry and trade and general rising prices, since wages are not 
fixed by long-term coJitract; substantial expansion of output also re- 
quires a substantial increase in the number of persons employed. Stat- 
isticians have found, however, that wages do not in fact rise ns promptly 
as prices, but tend to lag considerably behind in the upward movement* 
This seems to be largely the result of the large number of men ordinarily 
unemployed at the beginning of a period of rising prices. It takes a con- 
siderable increase in employment to absorb the unemployed, and so long 
as many men are wthout jobs, those who arc employed hesitate to de- 
mand an increase in wages, since, if they do demand it, their employers 
may discharge them and hire new workers from among the ranks of the 
unemployed. 

Finally, depreciation of plant and equipment, which is a substantial 
cost item if properly calculated, does not increase materially, if at all, 
with more complete utilization of existing plant and equipment. Thus, 
during the early stages of a period of rising prices the average business 
man, enjoying a substantial rise in the price of his product and selling a 
larger volume of goods at the higher price, while some of his cost items 
remain unchanged, and most, if not all, of the others are lagging behind 
the rise in the price of his product, sees his profits growing perhaps be- 
yond all his expectations, and concludes either that rising prices are a 
blessing, or that he is a most extraordinary man, or both. It will take a 
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great deal to convince him that expansion of money and credit is not a 
good but an evil. 


4. Risikg Prices Caxxot Produce Perpetual Peosperitt 


Unhappily, rising prices cannot produce perpetual prosperity even 
for the business man unless they are to go on rising forever, since costs, 
although they may lag behind prices in the upward movements, are 
always in the process of catching up, and will soon overtake them if the 
rise of prices is halted. But a never-ending, uninterrupted rise in prices 
is a practical impossibility. If the rise in prices is one based primarily 
upon an increase in the supply of primary money, gold or silver, it must 
be the result of the production of gold and silver at such a great rate as 
to permit the total stock of money to increase persistently more rapidly 
than the phj’sical volume of trade or the production of commodities and 
services in general. This would involve the highly improbable state of 
affairs that, regardless of the steadily declining value of gold and silver 
in terms of other commodities, relatively more and more labor was being 
applied to the production of gold and silver and less and less to the pro- 
duction of otlicr things. This is the reverse of what naturally tends to 
happen in the absence of discoveries of new and richer gold and silver 
deposits. Normally, when prices rise, the production of the metal used 
as primary money declines. This was the case, for instance, during the 
World War period of high prices. It is hardly to be expected that new 
and richer gold deposits will constantly be in process of discovery so that 
production of gold might continue indefinitely to increase in the face of 
its decline in value. 


If the rise in prices has been brought about primarily by the issue of 
more and more government paper money, it cannot go on forever, since 
eventually the point will be reached where it becomes impossible for the 
Government L=suing such money to redeem' it upon demand in gold. 
The money therefore becomes merely scraps of paper, in which confi- 
dence wanes even more rapidly tlian it increases in quantity, until it 
finally Ijecomes worthless in trade and suffers repudiation by the Gov- 
ernment that issued it. If people could bo induced to go on accepting 
these pieces of paper for tilings of value without the promise of redemp- 
tion in gold or other primaiy money, there would be a possibility of 
maint.aining an endless rise in prices by printing this kind of money in 
larger and larger denominations. But even here great difficulties would 
cwnlually be encountered and new .sj-mbols for astronomical numbers 
would have to be im-ented. Monetary historj^ affords no instance of 
trie succcsifui ure of that kind of money. 
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If the rise in prices is based primarily upon the expansion of bank 
credit, and not upon an increase in the quantity of money, the banking 
system mil eventually collapse for lack of adequate cash reserves by 
moans of which the banks may maintain prompt redemption of bank 
notes and payment of checks upon demand. The reasoning in full by 
which the foregoing statements concerning the inc\dtable collapse of 
prices forced up by government paper money or bank credit may be 
supported must be deferred to later chapters. 

Theoretically, the most promising method of bringing about a per- 
petual rise in prices is the method of the gradual devaluation of a 
metallic unit of value. An example of this would be the gradual reduc- 
tion in the gold content of the dollar by an endless succession of con- 
gressional enactments and presidential proclamations. 

Even if it were possible so to manipulate the supply of money and 
bank credit as to permit an uninterrupted rise in the general level of 
prices, it is practically certain that the average business man would not 
continue making profits indefinitely and that the level of prices would 
not keep on advancing. The upward price movement carries within 
itself the seeds of its o^vn destruction, and more particularly so if based 
upon expansion of government paper money and bank credit rather 
than gold. 

However great the prosperity of the average business man may become 
during the early stages of a period of rising prices, the degree of his pros- 
perity tends to diminish because of the tendency of costs to follow the 
rise in prices and finally to overtake it. It is the lagging rise in certain 
costs as compared with the rise in other costs and the price of the 
product, the very prop of Iiis temporary prosperity, which tends almost 
inevitably to bring his eventual downfall. Because the cost items repre- 
sented by labor, plant and equipment, depreciation, insurance, taxes, 
and the like, lag behind the rise in prices, business men compete so much 
the more eagerly for immediate possession of the raw materials required 
to expand their output, and thus comparatively early in the period of 
prosperity they drive up the prices of their raw materials even more rap- 
idly than the price of their product rises. Then one by one the other 
cost items fall in line with the rise. Labor becomes fully employed and 
workers demand an increase in wages. Rental contracts must be re- 
newed and rents rise. Old equipment wears out and must be replaced 
with new. Government expenses increase as prices rise and taxes be- 
come more burdensome. Plant valuations are increased and insurance 
and depreciation become larger items. In many cases plant capacity 
has become too small to meet the demand for the product and business 
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current use, often acting on the comfortable assumption that this repre- 
sents not speculation in commodities, which they might publicly deplore, 
but merely far-sighted statesmanship in business. These speculators 
widen the field of speculation in commodities considerably because they 
are in a position to speculate in commodities not handled on the regular 
organized commodity exchanges. The more persistent and pronounced 
the rise in commodity prices becomes, the more avaricious and reckless 
grow the speculators. In order to increase their profits they buy not 
merely what they can pa}' for with their own funds, but they borrow 
money from the banks to expand their operations, or buy on margin, 
pajing brokers only a fraction of the amount of their purchase, leaving 
the broker to supply the remainder, usually in large part tlu-ough bank 
loans. 

Similarly, speculation develops in real estate. It can bo demon- 
strated by economic theory that a rise in commodity prices and in gen- 
eral costs of construction justifies n proportionate increase in real estate 
valuations, provided only that it is assumed that the rise in commodity 
prices and costs of construction are more or less permanent and not mere 
transitory phenomena, or that a further rise is just as probable as a fall. 
At any rate, the rise in real estate prices ordinarily accompanies the rise 
in commodity prices, and the speculation in real estate sometimes out- 
does the speculation in commodities. Real estate speculators, no less 
than commodity speculators, in order to expand their operations for the 
rise, operate in large part on borrowed money, giving mortgages on their 
real estate as security for their loans. If the banks are sufficiently im- 
sound in their management, as they usually have been in the United 
States during periods of rising prices, they will advance many of these 
real estate loans. Since there seems to be general agreement that it is 
safe to lend on real estate mortgages half the value of the mortgaged 
property, the higher real estate values soar, the greater becomes the 
possible aggregate of loans, and the greater the aggregate of loans be- 
comes, the greater becomes the amount of money available for invest- 
ment or speculation in real estate at still higher prices. 

But the greatest and most spectacular speculation in the United 
States tends to be that generated on the New York Stock Exchange, 
where are listed the common and preferred stocks of the hundreds of cor- 
porations whose profits and net earnings expand miraculously during’a 
period of rising commodity prices. Since market prices of securities 
tend to be inordinately addicted to capitalizing the current rate of 
earnings, prices of stocks, particularly common stocks, rise violently 
when once it becomes evident that corporation earnings are increasing. 
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because it prevents some persons from buying who would otherwise 
buy and it compels some to sell who would otherwise not sell. . A 
substantial decline in demand coinciding with a sharp increase in sup- 
ply means, of coitrse, a fall in prices. But this is only the beginning of 
what tends to become a veritable dth&dc. The decline in the prices 
of securities impairs the value of the securities held by brokers and 
bankers as collateral for loans, and the borrowers are requested to 
pledge additional collateral or pay off part of the loans. Many will be 
unable to do either, and their securities will be sold on a market with few 
buyers. The result will be a further sharp fall, endangering the security 
of other bank loans, leading to further calls for additional collateral or 
payment of loans, leading to further forced selling, and so on, with the 
circle of cause and effect betw'ecn bank loans and prices, whirling now in 
a disastrous reverse, producing, instead of a delightfully ascending spiral, 
a disastrous descending one. 

Similar developments occur among the speculators in real estate and 
commodities and their banks. Despite all the banks can do in calling 
old loans and restricting new loans, they are in constant danger of being 
stripped of their cash reserves. It should be borne in mind that when a 
bank loses SIOOO in reserves by the actual withdrawal of that much 
cash, it cannot make good the loss simply by calling a $1000 loan. Loans 
are normally paid, not in cash, but in checks. If the borrower whose 
loan is called has a deposit in the bank which is demanding payment, he 
will draw a check against this deposit. Instead of gaining $1000 in 
cash, then, the bank merely gains a reduction in its required .cash re- 
serves, because it has thus brought about a reduction in its deposits. 
The result is not likely to be different if the borrower sells some stocks, 
commodities, or real estate, in order to pay off the loan. In this case he 
is likely to receive a check in p.a 3 Tnent drawn on some other bank, and 
this is what he turns over to his own bank! But when this bank presents 
this check and other checks it receives to the other banks for payment, 
it will find that other banks hold checks drawn against it to offset or 
cancel these checks, in whole, or in part, or perhaps more than offsetting 
them. 

Only that bank will actually gain cash reserves which is calling loans 
and restricting credit most ruthlessly, and thereby is in a position to 
collect more checks from other banks than other banks are collecting 
from it. What one bank gains another loses. In fact, the banks as a 
whole, can increase their cash reserves but little, if at all, by this process, 
unless some provision has been made in the banking system for the issue 
of additional bank notes. Regardless of the futility of the process, how- 
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ever, it goes drastically on for two fundamental reasons. First, any 
bank which does not keep pace with the rest in credit restriction finds 
its cash reserves drained away because it has fewer checks to collect 
from other banks than other banks have to collect from it, and must pay 
the balance in cash. Secondly, with the crumbling of prices in stocks, 
conunodities, and real estate, it feels impelled to demand payment of 
many loans when the collateral pledged to secure them is no longer 
worth the amount of the loan. While the banks tend to gain no net 
addition to the cash reserves by this process of deflation, they do increase 
their cash reserve ratio by reducing deposits while maintaining their 
cash reserves. But if ten per cent is considered an adequate cash reserve 
ratio, it follows that, to make good a shortage of $1 in actual cash re- 
serves, the banks must on the average reduce loans and investments, 
and thus indirectly deposits, by $10. A leakage of $100,000,000 of cash 
into circulation as a result of bank runs and hoarding requires a reduc- 
tion of $1,000,000,000 in loans and deposits. It is this principle that 
makes the process of deflation, once it has begim, so drastic. This rela- 
tion between cash reserves, loans, and deposits may not be clear to the 
reader at this point, but it will be explained in greater detail in later 
chapters on banking, and the discussion here must be considered merely 
provisional. 


7. Effects op Rising Costs 

The first break in the prosperity engendered by rising prices may come 
from other causes than bank failures resulting from overexpansion of 
banks and inadequate cash reserves. The abnormal profits of business 
concerns, it has been shown, result from the aggregate of costs, in the 
early stage of the rising-price period, rising less rapidly than the prices 
of the products. But the costs are constantly in the process of catching 
up with prices, and tend ultimately to do so, for reasons already stated. 
Whether they do so or not for all industries, there is bound to be trouble. 
If the costs of all industries rise finally in proportion to their prices, 
profits of those which have enjoyed abnormal profit will sag, and the 
prices of their securities will sag on the stock market and start perhaps 
a stock market crash, hloreover, sagging profits wifi tend to slow down 
the rate of expansion, and lead to a decline in the rate at which industries 
arc purchasing materials, supplies, and equipment, tending to cause a 
decline in the prices of the things which they buy. This may bring 
about a general decline in commodity prices and in real estate 
If costs of some industries fail to rise in due course, this means 
only that the pnccs which others receive for their products are not rising 
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in' proportion to their costs, or that the wages of labor are not rising in 
proportion to the cost of living. This is true because the costs of every 
industry consist of the prices of the things which they buy from other 
industries and the wages of labor. Now, if the prices of the products of 
some industries do not rise in proportion to the persistent rise in their 
costs of production, these industries become depressed, lose money, be- 
come poor buyers, and find themselves unable to meet their obligations. 
Failures and receiverships will unsettle the stock market, and a decline 
in the demand for various products will unsettle prices of commodities. 
If the wages of labor rise less than the cost of living, the demand for con- 
sumers’ goods must decline and the profits of those industries catering 
to the consumer suffer. With the demand for their products declirdng, 
they produce on a smaller scale and buy less freely. This will tend to 
unsettle both the security markets and the commodity markets. i 

8. Falling Prices Gain Momentum 

Regardless of the source of the immediate impulse that turns the 
scale from rising prices to falling prices — bank failures, business fail- 
ures, declining profits, shrinkage of consumer buying power — once the 
decline is under way it grows from its own momentum. Business fail- 
ures cause bank failures; bank failures cause business failures. Falling 
stock prices force liquidation in the real estate and commodity markets. 
FaUing commodity prices bring on liquidation and forced selling in the 
stock market. The more pronounced and persistent the general decline 
becomes, the more eager speculators become to unload what they own, 
and the greater becomes the volume of short selling on the stock and 
commodity markets, thus adding to the supply and forcing down prices 
still further. Forced selling and voluntary Uquidation of real estate, 
commodities, and securities bring such a drastic and persistent decline 
in prices that confidence tends to be absolutely destroyed. 

To make matters worse, business men resort to “hand-to-mouth 
buying.” Observing the shrinking prices, manufacturers hesitate to 
buy raw materials; wholesalers let their warehouses become empty; 
retailers let their shelves become bare; and even consumers hold off 
making purchases. Why buy now when you may buy later at lower 
prices? Uncertainty plays a part. The wage-earners fear to spend 
freely because they fear for their jobs; retailers buy less freely because 
they are uncertain of sales; likewise wholesalers and manufacturers. 
Naturally, factories restrict output or close down; unemployment in- 
creases; and wages are forced down when the declining demand for 
labor gives the employer the upper hand. Payrolls being thus drasti- 
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cally cut down, the buying power of the working class, by and large the 
main support directly or indirectly of all industries, is reduced, further 
cutting down demand for goods and services, and deepening the de- 
pression. Such are the disheartening ultimate consequences of a rise 
in prices growing out of expansion of money and bank credit. The 
greater and more prolonged the rise in prices, the deeper becomes the 
ensuing inevitable depression and the more complete the prostration of 
industry becomes before recovery is possible. 

9. FALiaNG PnicEs and the Business Man 

In the foregoing section the nature of the inevitable financial and in- 
dustrial collapse that follows upon the heels of a general rise in prices 
has been rather inadequately descnbed and its causes in a fashion set 
forth. It remains to count the costs of the rise and the fall, some of 
which, but not all, have been indicated in what has just been said. 
Consider first those business men who, during the period of expansion, 
with rising prices for their products and lagging costs, have been selling 
in larger volume at higher profit margins, and have consequently seen 
their profits sharply increased. When the turn comes, their sales decline 
and the prices of their products drop. But their costs of production 
tend to lag behind the drop in prices on the downward movement just 
as persistently as on the upward movement, and for similar reasons. 
Their raw material costs, it is true, may decline sharply, but wages tend 
to lag. To prevent serious labor disputes, employers postpone cutting 
wages until they can point to falling prices for their products and van- 
ishing profits. Interest charges on loans, taxes, and insurance costs do 
not decline promptly, and may even rise. Depreciation charges tend 
to remain constant even though the plant is not operated at capacity. 
Rentals on leased property do not decline at once and may remain fixed 
for months or even years. If the depression is severe, those business 
men who have been operating in large measure on borrowed capital find 
themselves unable to pay interest charges and are forced into bank- 
ruptcy. In some cases current operating expenses cannot be covered, 
and failure results even though there are no interest payments to be met. 

Even those business enterprises do not escape, which have not bene- 
fited from the rise in prices, but which actually have suffered, such as 
public utility enterprises and railroads whose rates are fixed in large 
measure by law, and consequently tend to go up less slowly than their 
costs of production. During the rising-price period they may suffer 
more from rising costs than they gain from an increased volume of 
business, and during the subsequent collapse they may lose more from a 



THE SPECULA.TOE WHEN PRICES FALL 


121 


period since 1914. 
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■witli his profits. He is likely to continue operating -with borrowed 
money, and to be in debt when the crash comes. If at this time he has 
amassed $1,000,000, he is likely to be involved in further speculations 
and to be $1,000,000 or more in debt. If he is carrying $2,000,000 worth 
of wheat, stocks, or real estate when the crash comes, and prices decline 
fifty per cent, he is wiped out. Not only aU his profits vanish, but also 
his entire original capital. It is true that some speculators sell out at 
or near the top, and thus “salt down” their profits, and some are shrewd 
enough to make further profits bj*^ “selling short” on the stock and com- 
modity markets. But it is impossible for all of them to sell out at the 
top, since for every seller there must also be a buj'er. If only the pro- 
fessional speculators lost fortunes in this process, it perhaps need not be 
a matter of great concern. But during periods of frenzied speculation 
hundreds of thousands of persons from all walks of life are drawn into 
the whirlpool of speculation and ruined in the final crash. 

11. The Position of the Investor 

Nor is this the whole story. The worst feature of the orgy of specula- 
tion is that investors as well as speculators may be ruined, and the life 
savings of thousands or hundreds of thousands may be swept away. 
The boundary line between investment and speculation and between 
the investor and the speculator is somewhat indefinite, but it can roughly 
be drawn as follows: 

The investor is a person who with accumulated savings or inherited 
money buys stocks, bonds, real estate, or other property to hold for an 
indefinite time as a store of value and a source of income. He is not 
primarily interested in price changes, but he prefers, of course, to see the 
price of his purchase rise rather than fall. He is none the less an in- 
vestor rather than a speculator if he finds it convenient or necessary to 
make his purchase in part with borrowed funds. He may, for example, 
be a farmer with only $5000, but requiring as a condition of successful 
farming a farm costing $10,000. He may be an urban workman, with 
$3000 in savings which he desires to invest in a home, but the needs of 
his family may require a home costing $6000. He may be a salaried 
cmploj'cc of a public utility company who is induced to buy a few shares 
of the stock of his company, yielding a good dividend, on the partial- 
pajment plan. He may be a young business man, who decides to own 
his own store building, and buys it at a cost amounting to twice his 
accumulated capital. 

^Tiatever it is the investor buys, he must pay the current market 
pnce. If this price has been forced up as a result of a general rise in 
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prices, it may be unwise for him to buy and go into debt for part of the 
purcliaso price. But ho may fear that prices are going higher, and he 
will doubtless be told directly or indirectly by many eminent bankers 
and statisticians that people are just beginning to realize the true value 
of property, and that, in view of the long-continued prosperity to come, 
the bargains to be found on all sides will not long remain available. 
'WTien the financial crash and the ensuing business depression arrives, 
the result for the fanner, the home-owner, the merchant, or the partial- 
payment purchaser of stocks may be disastrous. The value of the 
property they have acquired with their life savings may fall below the 
amount of the debt standing against it. If during the hard times they 
cannot meet payments on the principal of the debt or the interest, their 
property may be sold, and their savings disappear in the sink-hole of debt, 

12. CnEDiTons and Falling Prices 

If the period of falling prices brings results so disastrous to the debtor 
class — whether the debtors be business men, investors, or speculators 
— it might seem that the creditors must profit. And in truth there are 
possible gains for the money-lenders. If a retired business man, for 
instance, invests liis accumulated savings of, let us say, $100,000 in real 
estate mortgages yielding him six per cent, he has an income of $6000, 
which at the existing level of prices will buy certain quantities of all the 
goods and services he requires to sustain a given standard of living. If 
now prices in general drop fifty per cent, his $6000 of interest, if his debt- 
ors continue to pay it, will buy twice as many goods and services. He 
can now live twice as well as before, or live just as well as before and save 
half his income. If the debtors cannot or will not pay the interest, he 
can foreclose on the mortgages, and thus, as a result of $100,000 in- 
vested in mortgages, obtain possession of property formerly worth, let 
us say, $200,000. It is true that the property may now be worth only 
$100,000, but, ivith prices and the cost of living down to half the former 
level, his $100,000 worth of real estate is worth relatively just as much 
as before. In such cases creditors may actually enjoy handsome net 
advantages from the fall in prices, just as speculators who sell at the 
top may reap large profits from rising prices. 

But this is only part of the story so far as creditors are concerned. It 
frequently happens that creditors lend such large sums on such slender 
security that when the crash comes not only are the debtors unable to 
pay, but there remains available insufficient property for the creditor to 
seize to cover the debt. It is not uncommon for practically the whole 
amount of the debt to remain unpaid. Not only do creditors as individuals 
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cipal, but during the period of high prices they lose at least a consider- 
able portion of the purchasing power of their current income, fixed in 
dollars and cents. 

14. PnicE Changes and the Wage-Eaeneb 

' The consequences of price changes have now been considered for 
business men, or employers, and for creditors and debtors. It remains 
to consider the consequences for the wage-earning class. It has already 
been observed, in connection with the experience of business men, that 
wages tend to lag behind the rise in prices, and to lag also behind the 
subsequent fall in prices. It would seem, therefore, that wage-earners, 
finding their cost of living rising more rapidly than their wages, would 
suffer from a rise in prices, and on the contrary would benefit from the 
downward movement when their wages fell less rapidly than prices. 
But the actual results may be quite different 

The period of expansion tends in its early stages to absorb into in- 
dustry many of those unemployed during the preceding period of dull- 
ness and to give those who had previously been employed more regular 
work. The total purchasing power of the wage-earning class may, 
therefore, be temporarily increased during the period of rising prices, 
even though wages*per hour or day do not rise in proportion to the rise in 
prices^and the cost of living. To Avhat extent this may actually happen 
depends upon the amount of unemployment that exists at the beginning 
of the upward move. On the other hand, when the crash comes, work- 
men in large numbers lose their positions; as many as twenty-five per cent 
or more may be out of work altogether, and a large portion of the rest 
have only part-time work. The total payroll of the working class is 
sharply reduced, and although wages per day or hour may have declined 
less rapidly than prices and the cost of living, total purchasing power 
of 'the wage-earning class, including salaried workers, is likely to be 
seriously reduced. 

" . I 

,, 15. Changing Pbice-Levels Cause Huge Net Losses 

The foregoing analysis of the consequences of price changes to em- 
ployers; employees, debtors, and creditors indicates that for each class 
there are losses and gains. Some gain from rising prices and lose from 
falling prices, while others lose from rising prices and gain from falling 
prices. It may seem that on the whole these various gains and losses 
would offset each other, and that for the community as a whole, and 
even for each class taken separately, a general rise in prices followed by 
the inevitable fall would not result in a net loss. 
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Even if this were true, great price changes would still be extremely 
undesirable, because of the innumerable cases of injustice they involve, 
and because of the great amount of suffering they impose upon certain 
classes at certain times. The debtor, who through no obvious fault of 
his own loses every dollar of his life savings during a fall in prices, is not 
repaid by philosophical musings on the fact that on the whole and in the 
long run debtors gain as much as they lose. The wage-earner, whose 
wife, driven insane by worry when he loses his job and their children are 
going hungry, hangs herself after strangling the children,^ gets perhaps 
little consolation from the fact that he did have regular employment at 
good wages while prices were going up and that the purchasing power of 
the dollar of those still employed is rising. The widow, who is reduced 
to poverty and dependence upon strangers because her little lump of 
insurance money has been deprived of its capacity to maintain her by 
the hundred per cent rise in prices, is httle inclined to forget her troubles 
and look upon the brighter side of the picture — the handsome profits 
enjoyed by business men and speculators. 

It is far from true that the losses to each class are offset by gains. A 
broad view of all the facts indicates that every broad upward swing and 
downward crash of prices involves huge losses to the community far 
more than offsetting possible gains to particular classes from the rise 
and the fall. The feverish expansion of plant and equipment during 
the rise leads to the construction of plants which are later found to be 
superfluous. The labor and materials devoted to their construction 
represent a social loss. The great wave of speculation in securities, com- 
modities, and real estate involves the employment of thousands of clerks 
in recording umumerable transfers of ownership, whose labor would 
certainly be more productively employed in other ways. Many able 
business men, too, have their attention diverted from the careful man- 
agement of their regular business affairs to following the speculative 
swings of prices. Those who enjoy unusual profits from the general rise 
in prices tend to develop extravagant habits of living, which later, in 
less prosperous times, they may seek to maintain by fraud and theft. 

But the worst feature of all is the more or less prolonged period of 
business stagnation and depression that follows the first sharp crash of 
the crisis. Factories and mines close. Milhons of men are unemployed- 
Those factories which do not close completely operate with diminished 
forces of labor and only a few days a week. Expensive mechanical 
equipment stands idle. Workmen walk the street, without means to 
buy the goods with which the stores are crammed, and the clerks within 

’ An actual case of this sort was recorded m the ne^Rspapers in 1932 
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stand idle waiting for customers that do not come. When from five to 
ten million men are idle for a j^car or two in a country like the United 
States, the economic loss of the wasted labor alone is tremendous — five, 
ten, or twenty billions of dollars, or even more. And this is a dead loss, 
against which there can be shown no offsetting gain, unless it can be 
proved that unemployment on a huge scale is normal and can only be 
reduced by the stimulating effect of rising prices. But there is no good 
reason for assuming that labor would not always be fairly completely 
employed in the absence of the disturbance of rising and falling prices. 
The great army of the unemployed which seems to be given work by 
the stimulus of the rising prices represents in its major elements merely 
the backwash of the inevitable fall in prices following the previous rise. 

If all these things arc true — and most economists would admit that 
they are substantially true — then stability of the price-level would 
seem to be an object worthy of the best efforts of business leaders and 
statesmen. If monetary systems can be devised and managed in sUch 
a way as to prevent persistent or violent price changes, then they cer- 
tainly ought to be devised and so managed. If the quantity theory of 
money indicates, as suggested in the preceding chapter, that strict con- 
trol over the quantity of money and bank credit can prevent a disastrous 
rise in prices, but is seemingly powerless to prevent the ultimate crash 
which is the inevitable result of the period of inflation, then the business 
leaders and the statesmen should be alert in preventing the rise by re- 
stricting the quantity of money and credit to the amount required to 
conduct business at the prevailing level of prices. And if the quantity 
theory of money indicates, as was also suggested in the preceding chap- 
ter, that a disastrous fall in prices may be precipitated by a contraction 
in money and credit even in the absence of a preceding expansion in cur- 
rency and rise in prices, then serious consideration ought to be given by 
the powers that be to ways and means of preventing such contraction 
to the end that it should not take place except when necessary and un- 
avoidable, or the lesser of two evils. In subsequent chapters devoted 
in part to a brief survey of the monetary and banlring history of the 
United States, we shall see that imfortunately a gieat deal more of 
effective thought has apparently been given to promoting expansion of 
the currency and bank credit and to producing disastrous inflation than 
to preventing it, and in so far as our discussion strays beyond the bound- 
aries of the United States into the realm of international finance, it will 
appear that in the world at large, both uimecessary inflation and un- 
necessary deflation have played a part in destro 3 dng the prosperity of 
nations and spreading misery over the face of the earth. 



Chapter VI 

BIMETALLISM IN THE UNITED STATES 


1. Colonial Monetary Confusion ^ 


We siay now turn aside from the more purely theoretical discussion of 
the uses, the qualities, and the quantity of money, and give our atten- 
tion for a time to the monetary history of the United States. While a 
discussion of our monetary history might properly begin with the Coin- 
age Act of 1792, which established our coinage system under the Con- 
stitution, it will be helpful to begin with a brief description of monetary 
conditions in the colonies and in the states before the Coinage Act of 
1792 was passed. In an earlier chapter we have pointed out that the 
colonists, through their persistent desire to buy foreign goods exceeding 
in value that of the exportable surplus of their own products, were con- 
stantly confronted with an unfavorable balance of trade which drained 
out of the country their gold and silver money, and that they tried to 
make good the shortage of metallic money by declaring such bulky and 
abundant commodities as wheat, com, and tobacco legal tender and us- 
ing it as money. In a later chapter we shall have occasion to discuss 
also the extensive use the colonists made of paper money as another 
expedient of supplying themselves with ciurency at little cost. Despite 
the free use they made of barter currency and paper money, the col- 
onists managed to retain the use of some metallic money. 

What gold and silver money the Colonies had consisted mainly of 
Spanish and Portuguese coins, the most common coin being the Spanish 
dollar, or piece of eight reals. The colonists, while using Spanish dollars 
as a medium of exchange, preferred to keep their accounts in terms of 
familiar British pounds, shillings, and pence rather than in dollars, and 
it became necessary, therefore, to place a value on the dollar in terms of 


English money. If the Spanish dollar had not varied in weight, and if 
it had not been desired artificially to regulate prices, the value of the 
dollar in terms of British pounds could have been determined very 
simply by expressing the weight of pure silver in the dollar as a fraction 
of the weight of pure silver in the pound sterling, and then reducing this 
fraction of a pound to shillings and pence. If, for example, the Spanish 


' Much of the factual material in this eection fa adapted from Bulloch The Monetary 
nutoryof the United State, pp. 17-20, and 23. Used with the permission of The Mac- 
miUan Company, publishers. 
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dollar had contained just one fourth as much silver as the pound sterling, 
it would have been worth one fourth pound, or five shillings. 

The silver pound was standard primary money in England from 1600 
to 1816, or during the whole colonial period and beyond, and during this 
entire period the pound contained 1718.7 grains of fine sUver, and the 
sliiUing, the twentieth part of a pound, contained 85.93 grains. The 
Spanish dollars coined at different dates varied in weight, but the varia- 
tion in weight was comparatively slight and the true value of the full- 
weight Spanish dollar in English money was about four and a half 
shillings. 

The colonial lawmakers, however, were not content to rate the Span- 
ish dollar at its true value in British money, but arbitrarily rated it as 
worth more than its true value of four and a half shillings. Between 
1671 and 1697, not less than nine Colonics, according to Bullock, began 
to advance the rating of the piece of eight, and by 1700 great diversities 
existed in the rating given in different localities. 

A double purpose was achieved by such artificially high ratings of the 
dollar in terms of the unit of account. In the first place, when a colony 
increased the rating of the dollar above the rating in surrounding col- 
onies, it temporarily increased the buying power of the coin, and the 
dollars, drifting to the locality in which their value was greatest, would 
become more abundant in that colony, thus relieving the scarcity of 
money. In the second place, when the dollar was thus rated at a larger 
number of shillings, the possessor of the given number of dollars could 
pay off a larger amount of debts expressed in pounds and shillings. The 
first of these two purposes could bo achieved only temporarily. Prices 
within a colony would tend to adjust themselves to the higher rating of 
the dollar, so that when the rating was increased fifty per cent, prices 
in terms of shillings would also rise by fifty per cent, with the result that 
a dollar rated at nine shillings would eventually buy no more goods than 
one rated at six shillings. Moreover, when the colonies competed with 
one another in increasing the rating, they mutually destroyed one an- 
other’s advantage from such increases in ratings 
, ,The diversity in ratings by the various Colonies caused so much con- 
fusion that the mother country interfered in 1704 by a proclamation 
fixing the maximum rating of the piece of eight at six shillings in English 
money. By this curious bit of financial legislation it came about that 
the same amount of silver which in England was counted at four and a 
half shillings was to be rated lawfully in the Colonies at six. In other 
words, a British pound thereafter was to be equivalent to one and one 
third pounds of colonial money. 
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That the proclamation of 1704 did not remain effective in maintain- 
ing a maximum rating of sLx shillings is shown by the report of Robert 
IMorris, Superintendent of Finance under the Articles of Confederation. 
According to hlorris the dollar was rated, at the time he wrote, at the 
proclamation maximum of six shillings in New England and Virginia, 
but in North Carolina and New York it was rated at eight, in Georgia, 
at five, in Maryland, Delaware, Pennsylvania, and New Jersey, at 
seven and a half, and in South Carolina, where the legislators doubtless 
aimed at a boimdless prosperity exceeding anything known in any of the 
other Colonies, it was rated at thirty-two and a half shOIings. 

Besides the Spanish dollar various other coins circulated in the Col- 
onies, including the Spanish doubloon and pistole, the Portugese 
moidore and johannes, and the French guinea and pistole. With these 
various kinds of coins circulating side bj' side and rated variously in 
English money, the unit of account, the metallic money of the Colonies 
was a source of great confusion. This confusion was worse confounded 
by the extensive use of barter currency made legal tender at arbitrary 
ratios to silver, and by the innumerable issues of paper money emitted 
first by the colonial Governments and later by the Continental Congress. 

It was only natural, then, that the Continental Congress, the Govern- 
ment under the Articles of Confederation, and finally the Government 
under the Constitution, should all have undertaken successively the 
task of establishing a more satisfactory monetary system. Nothing 
came of the abortive attempts of the Continental Congress to establish 
a coinage system, and nothing substantial was accomplished under the 
Articles of Confederation, although during this period two plans for the 
establishment of a coinage system were prepared, one by Robert Morris, 
Superintendent of Finance, and one by Thomas Jefferson. 

2. T^o^tAS Jefferson’s Notbs on Coinage and the Mint 

Jefferson’s plan, as set forth in his Notes on the Establishment oj a 
Money Unit and of a Coinage for the United States, contains so much wis- 
dom and exercised such a great influence on the nature of our coinage 
system as established in 1792 that we cannot make better use of our 
space than to quote somewhat freely from'this interesting document. 

In fixing the unit of nione 3 ' tliese circumstances are of nrincioal impor- 
tance. 

1 . Tlint it bo of a convenient size to be applied as a measure to the common 
money transactions of life. 

2. 'p>at its parts and multiples be in an easy proportion to each other so 
as to facilitate the Money ^mtlimetic. 
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3. That the Unit and its parts or divisions be so nearly of the value' of some 
of the known coins as that they may be of easy adoption for the people. 

•The Spanish Dollar seems to fulfill these conditions. 

1. Taking into our view all money transactions great and small, I question 
if a conunon measure of more convenient size than the dollar could be pro- 
posed. The value of 100, 1,000, or 10,000 dollars is well estimated by the 
mind; so is that of the 10th or the hundredth of a dollar. Few transactions 
are above or below these limits. The expediency of attending to the size of 
the money Unit will be evident to any one who will consider how inconvenient 
it would be to a manufacturer or merchant, if instead of the j’^ard for measur- 
ing cloth, either the inch or the mill had been made the unit of measure. ' 

2. The most easy ratio of multiplication and division is that by ten. Every 
one knows the facility of decimal arithmetic. Everj' one remembers that 
when learning money aritlunetic, he used to be puzzled with adding the far- 
things, taking out the fours and carrying them on; adding the pence, taking out 
the twelves and carrying them on; adding the shillings, taking out the twenties 
and carrying them on; but when he came to the pounds, w’hen he had only tens 
to carry forward, it was easy & free from error. 

The bulk of mankind are school-boys thro’ life. These little perplexities 
are always great to them. And even mathematical heads feel the relief of an 
easier substituted for a more difficult process. Foreigners, too, who have trade 
or who travel among us will find a great facility in understanding our coins and 
accounts from this ratio of subdivision. Those who have had occasion to con- 
vert the livres, sols, and deniers of the French, the Gilders, Stivers and penings 
of the Dutch, the pounds, sliillings, pence, and farthings of these several states 
into each other can judge how much they w'ould have been aided had their 
several subdivisions been in a decimal ratio. Certainly in all cases where w’e 
are free to chuse between easy and difficult modes of operation, it is most 
rational to chuse the easy. The financier [Robert Morris] therefore in his 
report well proposes that our coins should be in decimal proportions to one 
another. If we adopt the dollar for our unit, we should strike four coins, one 
of gold, two of silver, and one of copper, viz: 

1. A Golden piece equal in value to 10 dollars, 

2. The unit or dollar itself, of silver. 

3. The tenth of a dollar, of silver also. 

4. The hundredth of a dollar of copper. 

Omitting from our quotation Jefferson’s arithmetical examples show- 
ing the extreme awkwardness of addition, subtraction, multiplication, 
and division in pounds, shillings, and pence, as compared with the ease 
and simplicity of lilm operations in dollars and cents, which he used to 
illustrate the force of his second point, we continue the quotation with 
his third point of importance to be considered in fixing the money unit, 

3. The third condition required is that the unit,' its multiples and subdivi- 
sions coincide in value with some of the known coin so nearly, that the people 
may by a quick reference in the mind estimate their value. If this be not at- 
tended to, they will be very long in adopting the innovation, if ever they 
adopt it. Let us examine in this point of view each of the four coins proposed. 
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1. The golden piece vail be one fifth more than a half Joe and one fifteenth 
more than a double guinea. It will be readily estimated then by reference 
to either of them but more readily and accurately as equal to 10 dollars. _ 

2. The unit or dollar is a knomi coin and the most familiar of all to the mind 
of the people. It is already adopted from South to North, has identified our 
currency and therefore happily offers itself as an Unit already introduced. 
Our pubUo debt, our requisitions and our apportionments have given it actual 
and long possession of the place of Unit. The course of our conamerce too will 
bring us more of this than of any other foreign coin, and therefore renders it 
worthy of attention. I know of no Unit which can be proposed in competition 
with the dollar, but the pound; But what is the pound? 1547 grains of fine 
silver in Georgia; 1289 grains in Virginia, Connecticut, Rhode Island, Massa- 
chusetts and New Hampshire; 1031.25 grains in Maryland, Delaware, Penn- 
sylvania and New Jersey; 966.75 grains in North Carolina and New York. 

Which of these shall we adopt? To which State give that pre-eminence of 
which all are so jealous? And on which impose the difficulties of a new esti- 
mate for their coin, their cattle and other commodities? Or shall we hang the 
pound sterling as a common badge about all their necks? This contains 1718.76 
grains of pure silver. It is difficult to familiarize a new coin to a people. It is 
more difficult to familiarize them to a new coin with an old name. Happily 
the Dollar is familiar to them all, and is already as much referred to for a 
measure of value as their respective State pounds. 

Following these remarks, Jefferson pointed out the similarity of his 
proposed coins representing a tenth and a hundredth part of a dollar 
respectively to various small coins already in use in the colonies, and sug- 
gested, although he did not definitely recommend, the coinage of a half- 
dollar, and a twenty-cent piece of silver, and a five-cent coin of copper. 
He criticized the minute unit of value proposed by Robert Morris — 
the 1440th part of a dollar — and then proceeded to eonsider the ques- 
tions of the exact size of the dollar and other coins to be struck, the 
mint ratio between gold and silver, and the amount of alloy to be con- 
tained in the gold and silver coins. He accepted the principle of bimet- 
allism without argument in his report, and favored a mint ratio approxi- 
mately equal to the market ratio, saying that the proportion between 
the values of gold and silver is a mercantile problem altogether. Ac- 
cepting tentatively a mint ratio of 15 to 1 as closely approximating the 
market ratio, he suggested a silver dollar of 365 grains of pure silver and 
that gold be coined into the ten-doUar pieces at the rate of approxi- 
mately 24.3 grains of pure gold to the dollar. As to fineness of the coins 
he suggested eleven parts of gold or silver to one part ahoy, the propor- 
tion used at the British mint. He favored this proportion because it 
represented one ounce of alloy to the pound, and facilitated calcula- 
tions into w’hich it entered. 

It is apparent from these direct and indirect quotations, which con- 
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tain the gist of Jefferson’s report on coinage, that his report represented 
an extremely intelligent and practicable point of view. Although Jef- 
ferson’s report was later overshadowed by the better known report of 
Hamilton, the former antedated the latter by approximately nine years, 
and many of Jefferson’s suggestions were not only accepted by Hamilton 
in his report, but enacted into law in the Coinage Act of 1792 

3. Hamilton’s Report on the Establishment of a Mint; 

Bimetallism Recommended 

To Alexander Hamilton, first Secretary of the Treasury, fell the task 
of presenting a report to Congress on the basis of which the Act of 
April 2, 1792, was passed, entitled Establishing a Mint and Regulating 
the Coins of the United States. In his characteristically excellent report, 
Hamilton analyzed the monetary conditions in the country in their 
relation to monetary systems of leading nations, and then on the basis 
of this comprehensive survey made various specific recommendations, 
of which the following are of particular interest at this point: 

1. The unit of value should be the dollar, and there should be a silver dollar 
of 371.25 grains of pure silver and a gold dollar of 24.75 grains of pine gold. 

2. The folloiving pieces should be coined: 

One gold piece equal in weight and value to ten dollars. 

One gold piece of the value of one dollar. 

One silver piece of the value of one dollar. 

One silver piece of the value of one tenth of the dollar. 

One copper piece of the value of a hundredth part of the dollar. 

One copper piece half the Value of the former. 

3. The fineness of the gold and silver coins should be eleven twelfths, cor- 
responding to the fineness of British coins. 

4 No mint charge should be imposed upon coinage, the burden of the ex- 
pense of the mint to be borne by the general public. 

5. Foreign coins should be permitted to circulate for a limited time, but 
should be gradually suppressed. 

It is apparent from the foregoing recommendations that they implied 
a bimetallic system with silver and gold both freely coined at the mint 
ratio of 15 to 1, the weight of silver in the silver dollar, 371.25 grains 
being just 15 times the weight of gold in the gold dollar, 24.75 grains. 

In view of the fact that in the main his suggestions were adopted by 
Congress in the Coinage Act of 1792, it will be interesting to note in 
some detail some of Hamilton’s more important reasons for his various 
recommendations. 

He favored the dollar as the unit of value for the same reason ad- 
vanced by Jefferson, namely, its degree of familiarity to the people. 
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He found that it was customary to reckon gold money at the rate^ of 
24.75 grains to the dollar, by weight, and that the silver dollar, varjlng 
in weight from 368 grains to 374 grains of fine silver, was permitted to 
circulate by tale without much regard to either its exact weight or fine- 
ness. For these reasons he accepted 24.75 grains of gold as the proper 
weight of the gold dollar, and 371.25 grains, the mean between the max- 
imum and mi nimum weights of the silver dollars in common circulation 
as the proper weight of the silver dollar. This ratio of 15 to 1 was 
further supported by the fact that it corresponded closely with the 
market ratio between silver and gold in the leading bullion markets of 
the world, the market ratio at the time having been a trifle under 15 to 1 
in both London and Holland. ' 

He considered the arguments for and against either a single gold 
standard or a single silver standard. As between these two single 
standards, both of which he rejected, he favored the gold standard, 
holding that gold might be expected to show in the future greater stabil- 
ity of value than silver, for the reason that it was less used as an article 
of merchandise and less likely to be influenced by fluctuations in com- 
mercial demand, and that the natural preference of mankind for the 
more valuable metal afforded an additional reason for choosing gold 
rather than silver as standard money. 

4. Why HAiiiLTON Preferred Bimetallism 

Hamilton’s reasons for preferring bimetallism to either a gold or a 
silver single standard can vdth advantage be given in his own words: 

But upon the whole, it seems to be most advisable, as has been observed, 
not to attach the unit exclusively to either of the metals; because this cannot 
be done effectually .without destroying the offices and character of one of them 
as money, and reducing it to the situation of a mere merchandise; which, ac- 
cordingly, at different times, has been proposed from different and very re- 
spectable quarters; but which would probably be a greater evil than occasional 
variations in the unit, from the fluctuations in the relative xmlue of the metals; 
especially if care be taken to regulate the proportion between them, with an 
eye to their average commercial value. 

To annul the use of either of the metals, as money, is to abridge the quantity 
of circulating medium; and is liable to all the objections which arise from a 
comparison of the benefits of a full, ndth the evils of a scanty, circulation. 

Hamilton’s conclusion that the exclusion of either gold or silver from 
free coinage would abridge the quantity of circulating medium was 
based primarily upon two considerations. First, the importation of the 
excluded metal would be discouraged and its ex-portation encouraged by 
the fact that it could not be used as money. A foreign buyer of Ameri- 
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can products might, for example, have silver available for pa5rmpnt, but 
not gold. If, then, silver were not acceptable as money in the United 
States, the buyer might seek some available substitute commodity, so 
that, instead of receiving a shipment of silver, the country would receive 
instead a cargo of some other commodity. Again, what silver did enter 
the country, if it could not be used as money, would soon be re-exported. 
The second consideration was that since gold is most convenient for 
large payments and silver for small payments, the total circulation of 
money in the country would be hlcely to be greater if both were retained 
as money than if one or the other were excluded. 

It is, of course, probable that, if silver were excluded as money and 
importation of silver thereby discouraged and its exportation encour- 
aged, this very state of affairs would encourage the importation and dis- 
courage the exportation of gold. It would, therefore, not be safe to con- 
clude from the first consideration alone that bimetallism would tend to 
draw into the country and retain in circulation a larger stock of money 
than mono-metallism. But the second argument rests on more secure 
ground. There can be but httle doubt that, if gold and silver combined 
are coined in denominations ranging from ten cents up to ten dollars, 
for example, the total amount of gold and silver combined retained in 
circulation will be greater than if either gold alone were used in the larger 
denominations or silver alone in the smaller denominations. 

We must grant, then, that Hamilton was probably correct in conclud- 
ing that to annul the use of either metal as money was to abridge the 
circulating medium. But granting this, we may raise two questions 
bearing upon this point: First, was it desirable to increase the amount 
of money in circulation if it could be done by this means? And, second, 
Was bimetallism the best method of retaining gold and silver coins_in 
concurrent circulation? 

5. Was Hamilton an Inflationist? 

The fact that Hamilton advocated bimetallism, because it would tend 
to give the country the benefits of a full circulation as compared with 
the evils of a scanty circulation, would seem to stamp him as belonging 
to the school of naive inflationists who believe that the more money a 
country has the better off it is, and to approve his policy would seem to 
be endorsing the principle of inflation as sound. But in considering this 
point it vdll be well to bear in mind the economic conditions of the new 
country in which Hamilton lived, briefly described in Chapter III — 
conditions tending constantly to drain the country of its stock of metallic 
money and to produce a scarcity of good currency. It should be re- 
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membered that, while the various kinds of poor money the colonists ^ 
sorted to, the barter currency and the paper money, nggravatca me 
monetary troubles by hastening the export of metallic money, the origi- 
nal scarcity of coin was not the result but the cause of the use of Icga - 
tender commodities and the issue of paper money. Metallic money was 
naturally so scarce that, in the absence of cheap substitutes, trade was 
hampered for lack of currency and money exchange gave way to barter. 
Under these circumstances a good argument c-vists for applying a policy 
designed to put more good money into circulation. More money, if put 
into circulation in a country where money is so scarce that the additional 
money causes money exchange to take the place of barter, facilitate 
trade'and promotes industry and the general welfare The case is dif- 
ferent, of course, when the country is already well supplied with a con- 
x'enient medium of exchange; in that case the additional money does no 
more than to permit the existing trade to be carried on at higher prices 
and to promote perhaps an unhealthy speculation for the rise in prices. 
Obviously, the best method of getting more money into circulation in 
the country in Hamilton’s time would have been to expand exports with 
relation to imports, but Hamilton was right in assuming that his prin- 
ciple of bimetallism might help, and he was probably right in assuming 
that more good money was needed. 

6. The Problem or Concurrent CmcuLATioN of Gold and Silver 

Although more good money in the form of gold and silver coins was 
needed to promote prosperity, bimetallism was not the system of coinage 
best adapted to provide the country wuth an ample supply of money. 
This fact soon became crident w'hen the system was put into practice 
in 1792, because Gresham’s Law tends to operate, under a bimetallic 
system apphed m a limited area, in such a way as to drive one or the 
other of the two metals out of circulation as money. Bimetallism, ex- 
cept on the broad basis of a widespread international agreement upon 
the mint ratio, cannot be depended upon to keep gold and silver coins 
in concurrent circulation for the reasons that were fully developed m 
Chapter III. That Hamilton was quite aware of the possibihty of the 
expulsion of either gold or silver by Gresham’s Law is amply demon- 
strated by certain passages in his report in which he ably discusses this 
very possibility. 

Although fully aware of the danger of alternate expulsion of gold and 
silver as a result of fluctuations m the market ratio above and below the 
mint ratio, Hamilton hoped to prevent such disturbances in large part 
by choosing a mint ratio approximating the market ratio. Moreover, 
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feiters to copy and -when counterfeiting is severely punished. But in 
his time Hamilton had no assurance that this would be so. In respect 
to the danger of inflation of the currency through the coinage of un- 
warrantably large quantities of over\mlued silver coins, we can say 
that Hamilton’s fears were justified by our subsequent monetary 
history. 

Hamilton’s fears of the dangers involved in minting overvalued coins 
were so great, in fact, that he recommended that even the copper coins 
be made of such weights that the value of their bullion content plus the 
cost of coinage would approximately equal their face value. On this 
point we may resort again to direct quotation; 

It may, perhaps, be thought expedient, according to general practice, to 
make the copper coinage an object of profit; but where this is done to any con- 
siderable extent, it is hardly possible to have effectual security against counter- 
feits. This consideration, concurring with the soundness of the principle of 
preserving the intrinsic value of the money of a country, seems to outweigh 
the consideration of profit. 

Incidentally, it may be noted that Congress accepted Hamilton’s 
recommendations of one-cent and half-cent coins containing their face 
value in copper. Consequently, there were coined these monstrously 
large coins of small value, the cent of pmre copper weighing 264 
grains, or six grains less than the fiirst ten-doUar gold pieces, and the 
half-cent weighing 132 grains, or three grains less than the first five- 
dollar gold pieces. "^Tien it is borne in mind that one quickly acciunu- 
lates in small-change transactions fifteen or twent}' coppers, the minting 
of these huge pieces of small change is recognized as no less than a coin- 
age atrocity of the first magnitude. Thus, we may obsen^e that great 
statesmen may be guilty of errors in small affairs, but in this case Ham- 
ilton erred in a good cause — the cause of sound money and public wel- 
fare. It was not until 1864 that the size of the cent was reduced to man- 
ageable proportions, 48 grains, although some reduction in size had been 
made at earlier dates. 

7. Pbovisioxs of the Coikage Act of 1792 

Congress in the Coinage Act of 1792 in the main adopted Hamilton’s 
recommendations, but in some important detafls did not follow his sug- 
gestions, particularly in respect to the denominations of the gold and 
silver coins to be struck. The act provided for the coinage of the ten- 
doUar, five-dollar, and two-and-one-half-doUar pieces, the three coins 
being named respectively the eagle, the half-eagle, and the quarter- 
eagle. The eagle was to contain 247.5 grains of pme gold and was to 
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Section 16 provided; 

That all the gold and silver coins which have been struck at, and issued 
from the said mint, shaE be a lawful tender in aU payments whatsoever, those 
of fuE weight according to the respective values herein before declared, and 
those of less than fuE weight at values proportional to their respective weights. 

The passages of the law just quoted provide clearly and unequivo- 
cably for free and unlimited coinage of both sEver and gold at the mint 
ratio of 15 to 1, with full legal-tender power conferred upon both gold 
and sEver coins. Coinage was to be not only free, but gratuitous, ex- 
cept for the fact that the mint would not bear the expense of interest on 
the metal during the time necessarily required for coinage. 

The fact tjiat HamEton had speciaUy recommended a gold doEar, and 
had given as his chief reason for desiring it, “to have a sensible [tangible] 
object in that metal, as well as in sEver, to express the unit,” and that 
Congress had not provided for such a coin, was later cited, when free 
coinage of sEver had become a political issue, as evidence that Congress 
had intended to make sEver, but not gold, standard money. This con- 
ception was that gold could not be standard money if there were no 
gold unit of value. Obviously, this represented a very superficial point 
of view, since 24.75 grains of gold constituted a doEar in the coinage 
system as adopted just as truly as E a one-doEar piece had been included 
in the list of coins struck. The significant point here was, of course, 
that free and unlimited coinage of gold was provided, and that gold 
coins were given fuU legal-tender power. These provisions made gold 
standard money and the gold doEar a unit of value, regardle^ of the 
existence or the non-existence of a one-doEar gold coin. 

8, Ukprecedented Natuhe of the Act of 1792 

In his History of Coinage and Currency, Hepburn states that the Coin- 
age Act of 1792 represents the first attempt in the world to adopt by law 
a bimetallic standard with aU the requisite features of free and unlim- 
ited coinage of both metals and with full legal-tender power conferred 
upon both. This is not to say that bimetaEic systems of some sort had 
not previously been in operation in other countries. On the continent 
of Europe and in England the double standard had generaEy prevaEcd 
during the eighteenth century, and in some countries it had been oper- 
ating in a fashion for hundreds of years, the stock of metalEc money 
consisting of both sEver and gold, sEver being the more common money 
in circulation because the less valuable silver coins were more con- 
venient than the more valuable gold coins for ordinary purposes of ex- 
change. But these earher bimetaEic systems had not been deliberately 
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was worth thirty shillings in silver, silver became the true standard of 
value, and gold became mere bulhon measured in terms of silver coins 
When our new Government undertook to do what both deductive reason- 
ing and monetary history strongly mdicate is impossible, namely, to 
mamtain bimetallism in practice in a narrow area, it was embarking on 
an experunent that could not really be expected to succeed, and no one, 
therefore, need have been surprised at its failure. 

9. Gold Drivbn Got of Circulation by Overvalued Silver 

For a proper imderstanding of the operation of our monetary system 
during its first half-century, it is necessary to bear in mind that foreign 
coins of various kinds remained in circulation long after our mmt was 
established, and that m view of the limited amount of domestic coins 
made available by the new mint. Congress made various foreign minted 
corns legal tender at certain ratings in terms of United States coins. At 
first these foreign coins were given legal-tender power only for a few 
years, but from time to time the period in which they might be consid- 
ered legal tender was extended. Not only did various foreign coins have 
legal-tender power but they were freely acceptable in exchange by the 
people as a matter of custom, their use, as already stated, antedating 
the establishment of our mmt. There were, then, three kinds of money 
with legal-tender powers readily acceptable in exchange by practically 
all to whom payments were due — United States gold coins. United 
States silver coins, and foreign coins, particularly the Spanish dollar. 

But United States gold coins did not remain in circulation in any con- 
siderable quantity until the mmt ratio was changed by the laws of 1834 
and 1837, from 15 to 1 to approximately 16 to 1. The market ratio 
between silver and gold was slightly above 15 to 1 m 1792, having risen 
somewhat after Hamilton made his estimates in his report on the mint, 
and shortly thereafter moved definitely higher. For the greater part 
of the period between 1792 and 1834, during which the mint ratio was 
fixed at lo to 1, the market ratio was above rather than below 15.5 to 1, 
and in some years rose even above 16 to 1. During this time, then, gold 
was clearly undervalued at the mint. 

hloreover, the French Coinage Law of 1803 provided for the free coin- 
age of silver and gold at the mint ratio of 15.5 to 1, so that gold was un- 
dervalued at the American mint not only with relation to the market 
ratio, but also to the French mint ratio, and by a substantial amount 
Under these circumstances deductive reasoning would indicate that no 
gold would be presented at the American mint for coinage but that all 
Americans who came into possession of gold would exchange it for silver 
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at the market, whence it would drift into use in the arts or be exported 
to France or other countries with a mint ratio above 15 to 1. 

Substantially, but not exactly, the conclusions of deductive reasoning 
squared with the facts. Some gold, but not a great deal, was actually 
coined. In the earlier part of the 1792 to 1834 period, more gold than 
silver was coined at the American mint in some years. During each 
of the years 1800 to 1804, for instance, considerably more gold than 
silver was coined. After 1805, however, the quantity of silver coined 
with relation to that of gold distinctly increased. Except for the year 
1820, when an abnormally large amount of gold was coined as the result 
of a special operation by the Second Bank of the United States, more 
silver than gold was coined each year from 1806 to 1834, despite the fact 
that, for reasons to be given shortly, no silver dollars, but only subsid- 
iary silver coins, were struck during this period. Of the several millions 
of dollars of gold coined during this period, little seems to have found 
its way into circulation. Hepburn^ notes that, of the gold coinage 
amounting to $6,000,000 by 1821, practically none remained in use as 
money, and Laughlin states that careful inquiry reveals that gold coins 
were seldom seen during the larger part of the period from 1792 to 1834, 
and that gold had disappeared from circulation and the country had 
practically the silver standard as early as 1817. ^ The gold coins minted 
were presumably used in the arts, or exported, but statistics on exports 
of gold for this period are not avaDable. The process of coinage repre- 
sented for the gold-owners merely a convenient and inexpensive method 
of getting their gold assayed, refined, and stamped by responsible au- 
thorities. 

10. The Battle of the Light-Weight and Heavy-Weight 
S iLVBK Coins 

Among the silver coins a three-cornered battle for supremacy in 
circulation developed, the three factions in the contest being the newly 
coined American silver dollars, half-dollars, quarters, and dimes; the 
Spanish full-weight dollars; and the old light-weight Spanish and other 
foreign coins. The Spanish milled dollar, when new and of full weight, 
Was slightly heavier than our own new silver dollars, and among dealers 
in bullion and at the banks commanded a premium of one quarter to 
one half of one per cent over the American dollar. This difference, 
taken by itself, unattended by other complicating factors, would have 

_* Rom Hepburn, Hislory of Coinage and Currency in the United States, p.30. By per- 
mission of The Macmillan Company, publishers. 

• Laughlin, History of Bimetallism in the United States, p. 30. D. Appleton-Centmy 
‘-ompanj’, publishers. 
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During the War of 1812-15 the exigencies of war finance broug 
such disorders into the currency that in 1814 the banks generally su 
pended specie payment, and thus the struggle for supremacy among 
gold and silver domestic coins and the foreign coins was comphea 
by the entry of the disreputable competitor, ineonvertible paper mone^ 
discussion of which must be postponed to a later chapter. Despite a ^ 
the complications, however, two things seemed clear; first, the bs 
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tion when both were legal tender, and second, bimetallism, representing 
an attempt to keep both the less valuable and the more valuable money 
concurrently in circulation with full legal-tender powers was not ft 
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THE MINT RATIO REVISED 

■ 11.; The Mestt Ratio Revised from 15 to 1 to 16 to 1 

The fact that the country had found itself with a single silver stand- 
ard actually in use, instead of a double standard of gold and silver, led 
to ajrevision of the mint ratio by the laws of 1834 and 1837, the first 
important coinage legislation since 1792. The Coinage Act of 1834 was 
passed only after prolonged consideration both in and out of Congress. 
Three divergent points of view were presented in the debates on the 
subject of the best solution of the coinage problem.^ One poiut of view 
favored the retention of bimetallism with a new mint ratio calculated to 
maintain both metals in concurrent circulation — that is to say, a 
repetition of the unsuccessful effort of 1792. The second point of view 
favored the definite legal adoption of the single silver standard, a plan 
that was supported by two good arguments, namely, that the country 
was already practically on the silver standard and that the country could 
get along better without gold coins than without silver coins, provided 
it would establish a sound bank-note currency to supply money re- 
quired in large denominations. The third point of view favored the 
establishment — in fact, if not in legal theory — of the single gold 
standard. The chief protagonist of the gold standard was Senator 
Benton, who seems to have been influenced by a desire to retain in 
circulation the gold produced at the recently discovered and promising 
gold mines in North Carolina and neighboring states. Retention of 
this gold in circulation was to be made a certainty, not by openly 
adoptmg the single gold standard, but by retaining bimetallism in 
theory, vith a mint ratio.so far overvaluing gold as to make it the favored 
metal at the mint beyond a doubt. The mint ratio of 16 to 1, the ratio 
long in effect in Spain, Mexico, and South America, was calculated to 
achieve this purpose. 

The third point of view prevailed. Bimetallism was officially re- 
tained, but with a mint ratio of 16.002, to 1, a ratio substantially above 
the market ratio, which was, in 1834, 15.73 to 1. The change in the 
mint ratio was effected by leaving the silver dollar to consist of 371.25 
grains of fine sUver, as before, and by reducing the weight of fine gold 
in the gold dollar to 23.2 grains. By the Coinage Act of 1837 some 
slight changes were made in the gold and silver coins, the gold content 
of the gold dollar being increased to 23.22 grains, and the fineness of 
both the gold and the silver coins being fixed at .900. This act gave us, 
then, a standard gold dollar weighing 25.8 grains and containing 23.22 

* More detailed discussion of the divergent points of vievr may be^ found in Hepburn, 
Hislory of Coinaffc and Currencif in the United SlateSf ch. 3, and Laughlln, HistOTy of Bimct- 

fn fTwj C/nffed Sfofes, ch, 4. 
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grains of fine gold, and a standard silver dollar weighing 412.5 grains and 
containing 371.25 grains of fine silver. This represents a mint ratio of 
15.988 to 1, or practically 16 to 1. 

It has been charged that the Coinage Act of 1834 represented a 
debasement or devaluation of the currency, since, while it did leave the 
weight of the silver coins unchanged, it reduced the weight of the gold 
dollar, which thereafter became the true standard of value, from 24.75 
grains of fine gold to 23.2 grains, a reduction of 6.26 per cent. But it 
should be noted that, while the gold dollar was thus reduced 6.26 per 
cent in weight and therefore in value, there was not actually an equal 
debasement in the currency. The real debasement in the currency, if 
it may be so called, was the difference between the new actual standard 
of value, the gold dollar, and the old actual standard of value, the silver 
dollar. Before the change in the mint ratio, except in the case of special 
contracts to the contrary, debtors could pay in either gold or silver 
dollars, whichever they chose — and they chose, of course, the cheaper 
silver dollar of 371.25 grains. After the change in the mint ratio, they 
again chose to pay in terms of the cheaper dollar, and this now was the 
gold dollar of 23.2 grains, which at the market ratio of 15.8 to 1 was worth 
as much as 366.56 grains of silver. Since 366.56 grains is only 1.26 per 
cent less than 371.25 grains, the actual reduction in the value of the 
standard of value was only 1.26 per cent and not as might at first appear, 
6.26 per cent. It does not appear, therefore, that any tremendous in- 
justice was done to creditors or any great boon conferred upon debtors 
bj’^ this depreciation in the currency, the actual depreciation having 
been less than one fourth of a year’s interest on the average loan. It 
would probably be difficult to select a twelve-month period during which 
greater changes in the value of the gold dollar did not occur, as measured 
by fluctuations in the general level of prices. Of course, in the cases of 
sums specifically pledged as payable in gold dollars, the depreciation 
represented by the “debasement” of the gold dollar was substantial. 

12. The Expulsion op Silv'er 

The most significant immediate effect of the change in the mint ratio 
from 15 to 1 to 16 to 1 was a sharp increase in the quantity of gold 
coined in our mints. Contrary to statements sometimes made, and 
contrary also to what reasoning in respect to the over^mlued and the 
undervalued metals might lead one to expect, there was no immediate 
decline in the amount of silver coined. In fact, in the three calendar 
years 1834 to 1836, more silver was coined than in any three earlier 
years in the history of the mint, and in the year 1836 more silver was 
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coined than in any earlier year. During the next few years there was a 
tendency for the quantity of silver coined to decrease somewhat, but in 
the fifteen years from 1836 to 1850 inclusive more than $33,000,000 in 
silver was coined as against approximately $32,000,000 in the preceding 
fifteen years. 

With these figures before us it is manifest that we cannot say that 
■when the. mint ratio was raised to 16 to 1, or substantially above the 
market ratio, and silver thus definitely undervalued at the mint, 
silver , was no longer taken to the mint, and only gold was coined. 
Bearing in mind Gresham’s Law in its relation to bimetallism and the 
undervalued metal, we should look for evidence of the exportation of 
the silver coined, but what statistics of silver exports and imports we 
have indicate that almost as much silver was imported as exported. 
These statistics are, however, not complete, and therefore not conclusive; 
What actually seems to have happened was this; the new full-weight 
coins struck at our mint were in large measure exported, being sent to 
France — where the mint ratio, 15.5 to 1, was not only below our mint 
ratio, but also below the world market ratio — and to other European 
countries and to India. At the same time silver coins from South and 
Central America and Mexico were imported, and such of these as were 
light in weight remained in circulation to serve as small change. So 
long as silver coins, of whatever mintage, contained silver bullion worth 
appreciably more than their face value, a profit could be made by gather- 
ing them up and exchanging them as bullion for gold, or exporting them, 
and sometimes this profit was substantial. In this case, as always, the 
poor money — the light-weight coins — tended to drive the good 
money — the new full-weight coins — out of circulation. Gresham’s 
Law was stUl in force. Bankers, exporters, dealers in coins were its 
agents, working in their own interest, and not subject to bribes. 

While the amount of silver coined increased only from $32,000,000 
during the fifteen-year period, 1821 to 1835, to $33,000,000 during the 
next fifteen years, the amount of gold coined increased in much greater 
proportion, from $10,000,000 in the first period to $99,000,000 during 
the second fifteen years. More than two thirds of this $99,000,000 was 
coined, however, during the five years, 1846 to 1850, the sudden in- 
crease in coinage having been the result of new gold discoveries. With 
the discovery of gold in California, Australia, and Russia, the, world 
production of gold enormously increased, from an armual average of 
approjornately $36,400,000 during the ten years 1841 to 1850, to about 
$133,000,000 during the next ten years. Of this increase California 
contributed a large share, and much of the Californian gold naturally 
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flowed into the American mints for coinage. Meanwhile, the mines of 
North Carolina, which had seemed promising in the thirlic.«, had proved 
to be comparatively unproductive, and it was B C-stem and not South- 
ern gold that enriched our currency under the new mint ratio of IG 
to 1. 

As a result of the relatively groat increase in gold production and the 
total world stock of gold, while the prodtiction of .silver increa.'cd but 
slightly, the market ratio of silver to gold fell from 1 o.So to 1 in 1848, to 
15.33 to 1 in 1853. This increased the market premium on full-weight 
silver coins and made it profitable to melt do\vn and export even light- 
weight coins such as had previously remained in circulation. Conse- 
quently, the country w’as practically denuded of silver coins. In 1S51, 
and again in 1852, the total amount of silver coined in the United 
States fell below 81,000,000, after having exceeded that figure each 
year from 1824 to 1850. The extreme scarcity of small change and the 
poor quality of such silver coins as remained in circulation — light- 
weight coins 10 per cent to 20 per cent below their nominal value 
rendered imperative a revision of our Coinage Law, a revision which 
was made in 1853. 


13. Tun CoiNAcn Act of 1853 

In 1853, the mint ratio haxing for j'cars been above the market ratio, 
and the overvalued gold having, as indicated, driven the undervalued 
silver money almost completely out of circulation, the country was 
practically and economically, though not yet legally, on the single gold 
standard. Silver would not be used as a standard of value and legal 
tender while gold was the cheaper debt extinguisher, and silver was not 
available for use as a medium of exchange. Since it seems to be a 
historical fact that people in general have had a preference for gold 
money, the country might well have been satisfied 'with the situation 
and refrained from meddling -with the coinage laws, except for the un- 
comfortable fact that gold cannot serve con'veniently in small-change 
transactions. Despite the abundance of gold monej^, there was no 
satisfactory metallic money available for such humdrum but none the 
less necessary financial operations as paying for a pound of butter or a 
peck of potatoes. A change in the mint ratio from 16 to 1 back to 15 
to 1 would have resulted in the expulsion of gold and the re-establish- 
ment of silver as the actual standard money, a consummation not 
generally desired. An attempt to make the mint ratio equal to the 
market ratio, and thus to maintain the concurrent circulation of both 
metals, would have led to uncertain results owing to the fluctuations 
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in the market ratio, and this solution of the problem made no strong 
appeal because it was in fact no real solution. 

The course w'hich was taken was effective in maintaining the concur- 
rent circulation of both gold and silver coins, but it resulted in the virtual 
demonetization of silver, or, more accurately, it resulted in the dis- 
placement of silver from use as standard money and its relegation to 
use as subsidiary coinage, .without either being subject to free and 
unlimited coinage or having full legal-tender power. 

What was actually done was this: the amount of pure silver in the 
fractional silver coins, the half-dollar, the quarter, the dime, and the 
half-dime, was reduced from 371.25 grains to 345.6 grains to the dollar, 
a reduction in weight of 6.91 per cent. Bullion for the coinage of these 
coins was thereafter to be purchased at the market price by the Director 
of the Mint, and no longer to be received from other persons for free 
coinage. In other words, coinage of subsidiary silver was to be only on 
government account. The profit, or seigniorage, from this coinage — 
that is to say, the difference between the face value of the coins and the 
expense of buying the bullion, coining, and distributing the coins — 
was to be transferred to the Treasury of the United States, In order 
to restrict the use of these light-weight coins to small-change transac- 
tions for which they were intended, they were made legal tender only 
for sums not exceeding S5, this maximum later being increased to $10. 

The status of the silver dollar, unlike that of the other silver coins, was 
left unchanged by the Act of 1853, It remained a coin subject to free 
coinage at the old mint ratio of 16 to 1, and with full legal-tender powers. 

14. Results of the Coinage Act of 1853 

•• Observe now the results attained by the Coinage Act of 1853. The 
silver dollar stiU containing 371.25 grains of fine silver, worth more in 
the metal market than at the mint, remained out of circulation after 
1853, as it had been out of circulation before. With a mint ratio of 
16 to 1, it could be expected to remain out of circulation, and did in 
fact remain out, so long as the market ratio remained below 16 to 1, 
which was until the year 1874. During the whole period from 1853 to 
1874, no one gave much thought to this coin except perhaps with a view 
to collecting stray specimens as curios, or to sell them at a profit for 
Use as bullion in the arts, or to be exported. 

As for the subsidiary silver coins, the Director of the Mint at once 
proceeded to buy silver bullion in large quantities to be coined into half- 
dollars, quarters, dimes, and half-dimes, to supply the country with its 
much-needed small change. More than $9,000,000 of subsidiary silver 
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was coted in 1853. and in round numbers, 

rt^d'l-Sewe^ban 26l, 000 silver 

these were corned, presumably, not to be put mto 7 

owners but merely as a convenient means of gettmg the silver a y 
S sTied as a preliminary to sale in the metal -arhet or for expo^ 

At 345.6 grains of fine silver to the doUar, the mmt ratio of the su^ 
sidtary silver to gold was a httle under 15 to 1, and the coins as such were 
worth approximately S1.39 per ounce of .^v<^^“"tenL By the 
Coinage Act of 1873 the weight of the subsidiary silver cm 
creased slightly to 385.8 grains of standard silver, or -22 ^ain 
fine silver to the dollar. Coinage value of silver was thereiriter S ■ 
per fine ounce. With gold as standard money the subsidiary J 
coins would, therefore, tend to remain m circulation so long as the m 
ratio did not fall below 15 to 1, or so long, in other words, as the ma 
price of silver in terms of gold money did not nse above $1.38 an ou • 

At no time since 1853 has the market price of silver in terms of gold n 
above $1.38 an ounce, except for a time in 1919, when it rose to a m - 
mum of $1.3875, and little or none of our subsidiary silver money n 
been driven from circulation as a result of its bullion content having 
risen in value above the face value of the coins, in gold. During t e 
period from 1862 to 1879, however, the country’s standard money was 
the inconvertible paper money called greenbacks. The greenbac'S 
depreciated in value in terms of both gold and silver money, and drove 
silver coins of all denominations, as well as gold coins, out of circulation. 
With the resumption of specie payments in 1879, and even before, as 
the greenbacks appreciated in value in terms of gold, the silver coins 
again became worth less as bullion than as money, and have remaine 
in circulation continuously since that time. 

Not only have the subsidiary coins remained in circulation along 
with gold coins ever since the Act of 1853, with the exception noted of the 
greenback period, but they have never depreciated in value as money 
in terms of gold money as some critics of the law “debasing” these 
coins contended that they would. The critics held that, since the coins 
did not contain their full face value in bullion, they would not be ac- 
cepted in trade at their face value, but only at their bullion value, which 
would fluctuate with the market price of silver. If the Government 
had coined enormous quantities of the subsidiary silver and had thus 
filled the channels of trade to overflowing, and had then refused to re- 
deem the superfluous coins in gold when they accumulated in the 
banks and were presented by the banks to the Government, they 
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would doubtless have depreciated in value to the value of their bullion 
content. But the Government turned them out in moderation, coining 
enough to meet the needs of the people for small change, and not enough 
to cause large amounts to accumulate in the banks, or to be presented 
to the Government for redemption. Thus, these coins remained as 
good as gold because they remained in effect exchangeable for gold. 
The result would have been the same if they had been made of copper 
or other base metal. Their value as money depended, in short, not 
upon their bullion content, but upon their limited quantity and ready 
convertibility into gold. The general rule in respect to token coins of 
all sorts, if the Government desires to avoid overissue and depreciation 
in terms of standard money, is this: let the mints remain inactive until 
the banks complain of a shortage of small change, which they will do 
when the requirements of trade cause people to draw out of the banks 
more small change than they pay in, and then proceed to coin in modera- 
tion and to place in circulation the token coins until the complaints of 
shortage cease. 

So far as it went, the Coinage Act of 1853 was the best-considered of 
all our coinage acts up to that date, because it was the first of our coinage 
laws to solve the problem of providing the country with a satisfactory 
coinage system, consisting of both gold and silver coins uniform in 
character and in concurrent circulation. England, it may be recalled, 
had correctly solved this problem thirty-seven years earlier, in 1816. 
Had the law of 1853 gone one step farther and either removed the silver 
dollar from the list of coins to be struck or provided for its coinage un- 
der the same conditions as the smaller silver coins, the relegation of 
silver to a purely subsidiary non-standard money would have been 
completed, and completed at a time when no serious objections would 
probably have been raised against it. Moreover, if this "demonetiza- 
tion” had been completed in 1853 in a general revision of the coinage 
system, it is possible that the controversy over silver wliich developed 
in the seventies and raged to the end of the century might have been 
avoided. 


15. The "Crimb of 73” 

Unfortunately, however, the silver dollar remained in the list of coins 
to be struck, and was still legally subject to free coinage at the mint 
ratio of 16 to 1. It was still a standard of value legally equivalent 
to the gold dollar, with full legal-tender power. In short, bimetallism 
had been retained, only the subsidiary silver coins being barred from 
free coinage and limited in legal-tender power; and so things remained 
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unta, in a re\ision of the coinage laws in 1873, the silver dollar was 
dropped from the list of coins to be struck. This revision of the coinage 
laws was deliberate in character and was under consideration from 1870 
to 1873. Hepburn states that the bill was before Congress three years, 
was printed at least ten times, was debated on several occasions, and 
that attention was directed to the omission of the silver dollar.* There 
seems to have been nothing surreptitious about the process of dropping 
the silver dollar, and thereby definitely doing away with the free coinage 
of silver at the mint ratio of 16 to 1 bj' eliminating from coinage the only 
silver coin subject to free coinage after the Act of 1853. 

Within a few years, however, members of Congress who had voted 
for the bill eliminating the silver dollar, and who had presumably studied 
carefully and understood the purport of its provisions, raised a great 
cry that the free coinage of silver had been terminated by an outrageous 
conspiracy. The conspirators were accused of having stealthilj^ and 
under cover of night, as it were, purloined the “dollar of our daddies” 
and thereby imposed unbearable hardship upon the common people of 
the countrj' by depriving them of the means whereby they might honestly 
pay their debts. The conspirators were presumed to have been acting 
in the interest of the wealthy bankers of Wall Street, who were reputed 
to be intent upon using the gold standard as an engine of oppression. 
As a result of the hue and cry thus raised, the Coinage Act of 1873 was 
destined to go down in history as the “Crime of ’73.” The significance 
of this “crime,” the arguments of the prosecution and the defense, and 
the verdict of the jury, the American voters, delivered in installments 
in a series of election campaigns, will be the subject of the following 
chapter. 

> From Hepburn, Hitlory of Coinage and Currenc!/ in the United Slates, p. 279. Bj’ per- 
mission of The Macmillan Company, publishers. 
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BIMETALLISM ABANDONED 


1. England Adopts the Single Gold Standard, 1816 

With the growing importance of international trade during the nine- 
teenth century, it became increasingly clear to the large number of 
nations that had been dabbling with bimetallism on a narrowly re- 
stricted nationalistic basis that, on such a basis and in the absence of an 
international agreement on a mint ratio, the double monetary standard 
was unworkable. Invariably the metal overvalued at the mint tended 
to drive out of circulation the undervalued metal. Gresham’s Law was 
found to be tireless, immutable, ubiquitous, and supreme, overriding 
the petty laws of politicians and statesmen who presumed to ignore 
or defy it. A widespread international agreement on the establishment 
of bimetallism on an international basis was found impossible to achieve, 
and the leading nations of the world during that century abandoned 
bimetallism and adopted instead the single gold standard, England 
taking the lead in this movement. 

Although England had previously restricted the free coinage and 
legal-tender power of silver, the country was not placed definitely upon 
the gold standard until the passage of the Coinage Act of 1816. By this 
act the free coinage of silver was indefinitely suspended, and the silver 
coins were deprived of full legal-tender power. Silver coins might, 
however, continue to be coined at the discretion of the Government, 
on government account at the rate of 66 shillings to the pound of 
standard silver. This represented a reduction in the weight of the silver 
coins of about 6 per cent, and a mint ratio of silver to gold of approxi- 
mately 14.2 to 1. With this law England had solved the problem of 
maintaining both gold and silver coins in concurrent circulation safely 
protected from the operation of Gresham’s Law. By suspending the 
free coinage of silver and depriving it of full legal-tender power and 
by restricting the amount of silver coined on government account to the 
requirements of small-change transactions, it was made impossible 
for gold to be driven out of circulation by silver. On the other hand, 
gold could not drive silver out of circulation, since the silver coins were 
worth more as money — because made light in weight — than in the 
bullion market. 

This solution of the problem was as simple as it was effective, and it 
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is remarkable that other nations did not sooner follow the example of 
the leader in this desirable monetary reform. At no time since 1816 has 
the market ratio of silver to gold fallen below 14.2 to 1, and at no time, 
therefore, have the silver coins been threatened with expulsion by 
“cheaper” gold money. But m 1919 and 1920, when the price of silver 
in terms of gold rose abnormally high at the same time that the standard 
pound sterling represented not gold but depreciated paper money, the 
market pnce of silver in paper shillings rose above the mint price of 
66 shillings to the pound and the bullion value of the silver coins rose 
above their face value. To prevent the expulsion of the silver coins 
from circulation under these conditions, the Government decided upon 
recoinage, reducing the fineness of the coins from .925 to .500, thereby 
reducing their pure silver content by almost half, and incidentally 
realizing a handsome profit for the Treasury. 

It may be observed that the provisions of the English Coinage Act of 
1816 were quite similar to those of our own Subsidiary Coinage Act of 
1853, passed likewise with the object of restoring gold and silver coins 
to concurrent circulation. But there was this significant difference: 
under our Subsidiary Coinage Act the silver dollar remained subject to 
free coinage at the mint ratio of 16 to 1, and while this was a matter 
of no immediate importance so long as the market ratio remained, as it 
then was, substantially below the mint ratio, it was a potential source 
of trouble because the country still remained legally on a bimetallic 
basis, and would revert to a silver standard whenever the market price 
of silver fell sufiiciently to raise the market ratio above 16 to 1. 


2. The Fhench ExpEaniENT with Bimetalusm, 1803-1873* 

In 1803, only thirteen years before England definitely abandoned the 
double standard, France, which had previously experimented with 
bimetallism in various forms, adopted bimetallism with a mint ratio 
of 15.5 to 1, the market ratio at the time being approximately 15.41 to 1. 
Conditions more favorable for the success of a nationalistic experiment 
in bimetallism could hardly be imagined. France had adopted a mint 
ratio very close to the market ratio, and for many years no great dis- 
turbance to the market ratio of gold to silver occurred. Moreover, 
France was one of the leading commercial countries in the world, and 
her monetary system, during part of the period of this bimetallic ex- 
periment, was closely tied together with the systems of Belgium, 


■ Much of the factual matenal in Sretiona 2. 3. and 4 of this chapter is from XaughUn. 
History ofBimctaUxmxn the Unxted Statee. Cha 10-11. By permtoon of D. Appleton- 
Century Company, pubuaners. 
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Switzerland, and Italy. The compensatory action, upon which the 
success of a bimetallic system depends, might, therefore, in this case 
have been expected to operate pretty effectively, a considerable portion of 
the world's industry and trade lying within this bimetallic zone, and the 
factors acting to disturb the market ratio not being particularly potent. 

• According to the theoretical point of view, whenever the market ratio 
rose above the mint ratio in France, silver should have poured into the 
French mint for coinage and have passed into active circulation, while 
gold should have been expelled from circulation for use in the arts or for 
export; and whenever the market ratio fell below the mint ratio, the 
movement of the two metals should have been reversed. But the com- 
pensatory action should have tended at aU times to bring the market 
ratio back to the mint ratio when the two had diverged, the overvalued 
metal being drawn from the market into the mint, and the undervalued 
metal being driven from circulation into the market, thus relatively 
decreasing the market supply of one and increasing the supply of the 
other. If, however, the area over which the bimetallic system operated 
represented too small a portion of the whole field of industry and trade, 
and if the disturbing factors were too potent, the compensatory action 
would be ineffective. On the w'hole, purely deductive reasoning would 
have indicated that the success of the French system of bimetallism 
was extremely doubtful — the area in which it operated being too limited 
in relation to the world at large. Note now the outstanding facts of the 
French experience. _ 

In France, no more than in the United States, was it true that, when 
the market ratio rose above the mint ratio, only silver and no gold was 
presented for coinage, and when the market ratio fell below the mint 
ratio, only gold and no silver was presented. On the contrary, sub- 
stantial quantities of both gold and silver were coined in every year, 
with a few exceptions, from 1804 to 1873, during which period the market 
ratio was sometimes above and sometimes below the mint ratio. But 
in most years when the market ratio was above the mint ratio more silver 
than gold was coined, and when the market ratio was below the mint 
ratio, more gold than silver was coined. From 1821 to 1850, for ex- 
arhple, the market ratio remained persistently above the mint ratio, 
and in each year during that period, the silver coinage exceeded the 
gold coinage with monotonous regularity. But from 1853 to 1866, 
when the market ratio was below the mint ratio, more gold than silver 
was coined each year by a -wide margin. During the years 1867 to 
1869, however, more gold than silver continued to be coined, although 
the market ratio had risen slightly above the m i nt ratio. 
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Dujing this period France was growing rapidly in wealth and her 
industries were being transformed by the Industrial Revolution, in- 
volving more widespread apphcation of the division of labor, so that 
the country could readily absorb large quantities of additional metallic 
money, both silver and gold. But when gold was undervalued at the 
mint from 1821 to 1850, it tended to flow out of the country, while 
silver flowed in. Consequently, by 1850 the greater part of the French 
stock of gold money had disappeared and the main part of the circula- 
tion was silver. But after 1850, when the large quantities of new gold 
from Cahfomia and Australia caused a decline in the value of gold and 
reduced the market ratio below the French mint ratio, gold became the 
overvalued and silver the undervalued metal, and the international 
flow of the metals was reversed. 

According to Laughlin, during the years from 1852 to 1864 France 
imported directly about $680,000,000 in gold, and exported about 
8345,000,000 in silver. Since these figures both for gold and silver 
represent more than two fifths of the total world production of the metals 
during this period, it appears that the compensatory action must have 
been operating with a considerable degree of potency. The figures 
indicate that the world outside of France was obtaining gold to the 
amovmt of less than 60 per cent of annual production, while it was 
obtaining silver to the amount of more than 140 per cent of annual 
production; or, in other words, that the compensatory action arising 
from the French mint ratio might be presumed to have the same effect 
on the world market ratio between gold and silver as would have been 
produced by world silver production increasing 40 per cent while gold 
production declined 40 per cent. Undoubtedly this absorption of gold 
and e.vpulsion of silver by France on a large scale prevented not only a 
sharper fall in the market ratio of silver to gold, but also a considerable 
decline in the value of gold in terms of commodities in general. The 
world level of prices was presumably to some extent stabilized by the 
French bimetallic S 3 'stem. Nevertheless, it still remains true that this 
national experunent in bimetallism must be classed as a failure. De- 
spite the potency with which the compensatory action operated, it was 
not powerful enough to maintain the market ratio on a par with the 
French mint ratio, and to prevent first the practical expulsion of gold, 
then, when the tide turned, a dangerous expulsion of silver, and finally, 
as we shall see, the probable complete expulsion of gold, if the coinage 
system had not been changed in 1873. 
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S. The Latin Union 

^Vhen, before 1850, France had lost most of her gold from circulation, 
she took no action toward abandoning bimetallism, since, as already 
noted, a country can carry on fairly well mthout gold coin provided 
it has silver in abundance for small transactions and bank notes for 
large transactions; and France had both. But when, after 1850, the 
silver coins, both the large five-franc piece, corresponding to our silver 
dollar, and the smaller coins used in retail transactions, began to grow 
scarce, the country soon felt the need of revising its coinage laws. 

The change that was made was agreed upon in a conference in Paris, 
in 1865, of delegates from four countries, namely, Belgium, Switzerland, 
Italy, and France. These countries all used the franc as a unit of value, 
and all had a common interest in taking measures to prevent the loss 
of their small silver coins from circulation as a consequence of the fall 
in the market ratio of silver to gold. 

At the conference in Paris the four countries named above formed the 
Latin Union, the chief purpose of which was to maintain a uniform 
coinage system based upon the French franc. To save the small silver' 
coins from expulsion, the countries agreed upon a plan of lowering their 
silver content by fixing their fineness at .835, which represented a mint 
ratio of about 14.4 to 1, a ratio considerably below the market ratio, 
which was at this time approximately 15.44 to 1. In order to keep these 
light-weight silver coins from driving the more valuable gold money out 
of circulation, it was necessary to restrict the quantity coined and their 
legal-tender power. The countries agreed, therefore, to limit the legal- 
tender power of the small silver to fifty francs, and to limit the quantity 
outstanding to six francs per capita, a very moderate amount. The 
states which issued the coins agreed to receive them from their own 
citizens in any amount, and this was practically equivalent to redeeming 
them in standard money. Thus, ample provision was made to keep the 
subsidiary silver money from depreciating and driving the gold and full- 
weight silver five-franc piece from circulation. 

This action of the Latin Union was in essential respects quite similar, 
to the action taken by the United States twelve years earlier, under the 
Subsidiary Coinage Act of 1853. The free coinage of the small silver 
coins was suspended in each case, and their legal-tender power was 
limited, while the largest silver coin, the dollar in the one case and the 
five-franc piece in the other, remained subject to free coinage with full 
legal-tender power. The fact that our mint ratio was 16 to 1 while the 
French mint ratio was 15.5 to 1 had compelled our Government to take 
action sooner to save its small silver when, the market ratio of silver to 
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gold began to fall after the gold discoveries of around 1850. This 
difference in the mint ratios also affected in an important way subse- 
quent legislative action. 

Only two j'^eais after the conference in Paris and the formation of 
the Latin Union in 1865, the market ratio of silver to gold rose definitely 
above 15.5 to 1, as a consequence primarily of a considerable increase 
in the annual production of silver. Silver, as a result, was offered in 
increasing quantities at the French and Belgian mints to be coined into 
the five-franc pieces, which, it should be remembered, were still subject 
to free coinage at the old mint ratio of 15.5 to 1, and these silver coins 
threatened to drive out gold. Since both the French and the Belgians 
preferred gold as standard money to silver, both countries in 1873 
limited the amount of silver five-franc pieces that could be coined, and 
in 1874 the Latin Union took similar action, the number of five-franc 
pieces to be coined being apportioned among the countries included in 
the Union. After some temporizing, in the expectation that the value 
of silver might rise again, the Latin Union in 1878 finally adopted the 
policy of complete suspension of free coinage of silver in any form, and 
thus brought an end to bimetallism over an important area of the world 
which had been strongly inclined to retain it. 

4. The End of BiMETAnus’it in Eukopb 

Germany, influenced by the action of England in 1816 and that of 
the United States in 1853, by two laws of 1871 and 1873 took decisive 
action to turn from the silver to the gold standard. Under the new 
coinage system gold coins were struck from the gold received from France 
as war indenmity, or bought in the world market, at a mint ratio of 15.5 
between the old silver coins and the new gold coins. The old silver 
coins were gradually called in and recoined into coins of lighter weight. 
Free coinage of these coins was suspended, and their legal-tender 
power and the quantity to be issued were limited. Incidentally, with 
the great quantity of new gold money coined from the French indemnity 
gold available, Germany did not require as much silver coinage as be- 
fore, and in the years immediately following 1873 threw large quantities 
of silver bullion on the market, thereby contributing to the decline in 
the market value of silver then taking place and influencing the subse- 
quent monetary history of the United States and other countries. 

Norway, Sweden, and Denmark adopted the gold standard in 1872, 
and Holland suspended the free coinage of silver the next year. In 1879, 
Austria, which had formerly had a silver standard and was at the time 
struggling with a depreciated paper standard, closed lier mints to silver 
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and emerged as a gold-standard country in' 1896. Similarly, Russia, 
then on a paper standard, closed her mints to silver in 1893 and es- 
tablished herself on a gold basis in 1897. 

Thus, the movement for the abandonment of the free coinage of 
silver and of bimetallism spread until at the end of the nineteenth 
century aU the mints of Europe were closed to silver except for limited 
coinage on government account. The movement extended also to 
the Orient, where the mints of India, under the supervision of the British 
Government, were closed to silver in 1893, and the mints of Japan in 
1897. The commercial world had become predominantly a gold- 
standard world. 

5 . Background of the Free Silver Movement in the 
United States 

The ink had hardly dried on the Coinage Act of 1873 which had 
unobtrusively brought an end to bimetallism in the United States by 
the simple process of dropping the silver dollar — the only silver coin 
still subject to free and unlimited coinage — from the list of coins there- 
after to be struck at the mint, when a movement for the restoration of 
the free coinage of silver got under way. This movement gained mo- 
mentum in the late seventies and raged imtil the end of the century. 
In order that the reader may understand more clearly the economic 
forces behind it, it will be desirable to note a few essential facts con- 
cerning the nature and the quantity of our currency during and after 
the Civil War. 

When the war broke, out in 1861, the United States had been for some 
years virtually on the single gold standard, -with silver in circulation 
only in the form of the light-weight subsidiary coins. The silver dollar 
was not being coined for circulation because its silver content was greater 
than its face value. The metallic money was supplemented by bank 
notes of a miscellaneous character issued by hundreds of banks, most 
of which had been inadequately supervised. A large proportion of the 
bank notes in circulation were depreciated below their face value, and 
some of them were practically worthless, with small probability of 
redemption in coin. At that time there were no gold and silver cer- 
tificates in use — this form of currency not yet having been devised. 
Owing to inadequate financial preparation for the war, the disordered 
state of the bank-note currency, unwise measures by the Treasury, 
and general lack of confidence, banks throughout the country were 
compelled to suspend specie payment in December, 1861, and their 
example was perforce followed by the Government. There followed, 
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in 1862 and 1863, practically of necessity, the issue of §450,000,000 in 
government paper money, variously referred to as United States notes, 
legal tenders, and greenbacks, for the three respective reasons that the 
money represented promissory notes of the United States, had legal- 
tender power, and was green in color. 

The greenbacks, to adopt the most popular name for this issue of 
government money, were inconvertible — that is, not redeemable in 
gold — from the start, and remained so until the so-called resumption 
of specie pa 3 Tnent in 1879. From 1862, then, to 1879, the country was 
on a paper-money basis, and a dollar meant, in effect, not 23.22 grains 
of gold or 371.25 grams of silver, but merelj' a promise, not certain to 
be kept, of the United States Government to paj' a dollar in gold at 
some future time when its financial condition made it possible to pay. 
Prices were quoted in paper dollars, and rose ulth the quantit j' of these 
in circulation and with the uncertaintj' of their eventual redemption 
in gold. Silver did not circulate, since even the subsidiarj' silver coins 
were worth more as bullion than as moncj'. Gold, when used as money, 
was at a premium in terms of the paper money, rising ns high once ns 
$2.85 in paper for $1 in gold, or 80.35 in gold for SI in paper. After 
the war the premium on gold declmed, the value of the paper dollar in 
terms of gold rising from an average of 80.495 in 1865 to an average of 
80.811 in 1870, and then sharplj' higher to 80.887 in 1871. Thereafter 
there was not much change in the value of the paper money until specie 
payment was imminent, when it rose close to paritj' with gold. The 
average for 1878 was 80.975. 

The main point to carrj^ forward for our present purpose is that this 
depreciation of the greenbacks in terms of gold represented a correspond- 
ing rise in prices, and the appreciation of the greenbacks in terms of 
gold in turn represented a, fall in prices. Gold prices, during the green- 
back period, fluctuated to some degree, but since the tendency of gold 
prices was upward during the war period, and downward after the 
war to the date of resumption of specie payment, the actual rise in 
paper prices was somewhat greater than the rate of depreciation of the 
paper money in gold, and the fall somewhat more rapid than the rate 
of appreciation of the paper money in gold. 

In 1863 the National Banking System was established, representing 
a sj'stem of commercial banks chartered by the Federal Government, 
whereas before commercial banks had been exclusively under the super- 
vision of the State Governments. The national banks were given the 
privilege of issuing bank notes upon condition of depositing with the 
United States Treasury, as security for redemption of the notes, United 
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States bonds exceeding the notes in value. After the war, in 1866, 
state bank notes were driven out of circulation by a prohibitive tax of 
ten per cent on the amount outstanding, leaving the national bank notes 
the sole form of bank-note currency. It is important to note that the 
national bank notes were limited in quantity, not only by a maximum 
figure fixed by Congress at first at 8300,000,000, but by the amount of 
government bonds available for purchase by the banks as security for 
the redemption of the notes. 

From this unavoidable digression into the field of government paper 
money and bank notes to which detailed consideration will be. given 
later, we return to our discussion of the silver question, which became 
acute after the panic of 1873. The panic of 1873 was the natural result 
of a period of overexpansion in certain industries, notably in the con- 
struction of railroads, not only in the United States, but in other coun- 
tries as well. Opening up of vast new areas of grain-producing lands 
caused such an increase in output of farm products that prices collapsed. 
The demand for wheat and other agricultural products being notori- 
ously inelastic, any rapid expansion in output is likely to be attended 
by a sharp fall in prices. At the same time industrial expansion was 
taking place through the ever-increasing use of labor-saving machinery, 
tending to bring about other maladjustments such as operate to precipi- 
tate financial panics. More significant for our present purpose, however, 
than the sharp crash of 1873 was the long period of financial and indus- 
trial depression that followed. It was this period of hard times that 
brought the silver question to the front in the United States. Gradu- 
ally falling prices over a period of years suggested that the industrial 
stagnation was the result of an inadequate supply of money and that a 
more adequate supply of money would restore prosperity. Inquiry 
into the cause of the falling prices, using only figures available in the 
seventies, brings out the following significant facts: 

1. The physical volume of production had rapidly increased. 

2. The mints of the United States, Germany, France, and other coun- 
tries had in recent years been closed to the free coinage of silver. In 
Germany much of the silver coin had actually been melted down and 
sold as bullion, its place being taken by gold purchased for the purpose. 
Thus, the supply of silver money in the world had been restricted. 

' 3. Gold production of the world had fallen from an annual average 
of about $130,000,000, over the twenty-year period from 1851 to 1870, 
to an annual average around $115,000,000 a year .over the period from 
1871 to 1880, 

4. In the United States bank-note circulation increased but little 
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during the seventies despite the fact that the upper limit of $300,000,000 
on bank-note circulation was removed, but fluctuated closely around 
the $300,000,000 mark. 

5. Bank deposits, the great substitute for bank notes and other forms 
of money, increased but little during the seventies, deposits of national 
banks rising only from $602,000,000 in 1871 to $649,000,000 in 1879. 

6. The greenbacks during the seventies fluctuated in amount, but the 
tendency was downward, the low figure of $321,000,000 having been 
reached in 1878, the year before resumption of specie payment. 

7. Dunng the seventies the total amount of money in circulation in 
the United States fluctuated, and while the general tendency was up- 
ward, the circulation per capita fell from $20.08 in 1871 to $17.23 in 1878, 
rising sharply thereafter for reasons to be given shortly. 

In respect to the increase in the physical volume of production, re- 
ferred to above, the following figures may be offered; 

The production of wheat had increased from 231,000,000 bushels in 
1871 to 420,000,000 in 1878; the production of com from 992,000,000 
bushels in 1871 to 1,388,000,000 in 1878, and the production of cotton 
from 2,974,000 bales in 1871 to 5,074,000 bales in 1878. These figures 
reflect the mcrease in production of agricultural products. But there 
were substantial increases in the production of non-agricultural products. 
Eor example, the production of pig iron increased from 1,707,000 tons 
in 1871 to 2,301,000 tons in 1878; the production of petroleum from 
218,620,000 gallons in 1871 to 646,668,000 gallons in 1878; the produc- 
tion of coal from 42,000,000 tons in 1871 to 52,000,000 tons in 1878. 
While the statistics quoted are not broad enough in character to use as 
the basis of a good index of physical production, they do indicate beyond 
a doubt a sharp increase in the physical output of goods. On the con- 
trary, the monetary statistics do not indicate a corresponding increase 
in the money supply. Here we have evidence — and this evidence was 
available to the people of the time — that the falling prices may have 
been, and probably were, at least m part, due to a deficiency in the 
supply of money and bank credit. 

Hard times, falling prices, a real and not merely an imaginary shortage 
in the supply of money and credit — the situation was ideal for a “more 
money” campaign to flourish. It did flourish and not without interest- 
ing, if not always desirable, results. To the support of a movement for 
expansion of the currency a formidable array of inflationists could read- 
ily be assembled, to wit; 

1. The poor, who turn instinctively to the idea that the cause of their 
poverty is the lack of money, and who in hard times embrace this idea 
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with great vigor (Included in this class are the wage-earners, who dur- 
ing periods of industrial stagnation not only find wages low, but employ- 
ment hard to obtain. 

2. The debtors, mainly in the agricultural sections of the South and 
West, who in this period of falling prices found it increasingly difficult 
to meet the payments of principal and interest on their debts, created 
optimisticall 3 '’ in more prosperous times. 

3. Business men with profits reduced or eliminated, and in many cases 
with bankruptcy threatening, their difficulties enhanced by sagging 
commodity prices. 

4. Reputable economists who believed that the falling prices were in 
large measure the result of the demonetization of silver, that the falling 
price-level was an evil intensifying the businc.ss depression, and that it 
could be brought to an end by the world-w’ide restoration of the free 
coinage of silver. 

5. Finallj', a very special interest, the silver producers of the United 
States, who favored the free coinage of silver as a tonic for the sagging 
price of silver. 

The campaign in favor of more money in the United States in the sev- 
enties took two forms — a clamor for an increase in the quantity of 
greenbacks to be issued and a movement favoring the free and unlimited 
coinage of silver at the mint ratio of 16 to 1, ns established by the Coin- 
age Act of 1837. It w'ill be convenient to postpone the discussion of the 
greenback movement to a later chapter, noting here only that the suc- 
cess of the advocates of greenback inflation w’as limited. They suc- 
ceeded in retaining indefinitely in circulation more than 8300,000,000 
of the greenbacks which ought to have been retired, but not in bringing 
about a further expansion of these legal tenders beyond the amount 
originally issued during the war. The silver party’s success was more 
substantial and their political activities more spectacular. 

The fever for inflation by means of the free coinage of silver was height- 
ened by the continued and sharp decline in the price of silver, resulting 
from a simultaneous increase in the supply of new sOver from the mines 
and a decrease in demand for silver for monetary uses. Production of 
silver had increased from an annual average of 43,000,000 fine ounces 
for the five-year period, 1866 to 1870, to an annual average of 63,000,000 
fine ounces for the next five-year period. This increase, coming at the 
very time when many mints w'ere restricting coinage, and when Germany 
was actually throwing on the metal market old silver that had been 
coined, naturally exerted a severely depressing effect on prices. By 
1876 the price of silver had reached a low point of §1.035 an ounce in 
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of the American people, although the silver dollars have alwaj 



RESmiPTlON OF SPECIE PAYMENT 


165 


mained more or less J pop^Jlar ^ certificates were 

audinsomepartsof tbc South ^390 

in contrast to the ” e in circulation as against a total 

$297,556,000 in silver Bland-Allison Act. 

of 378,166,000 silver dollars measure, which, like most 

The Bland-Alhson Act was nobody. Dur- 

such measures, settled nothing P i- political struggle 

ing the period of its oP^r^LZni^s and fhe anti-inflationists. The 
was carried on between the providing for the free and unhm- 

one party was striving to cnac 16 to 1; the other to bring an 

ited coinage of silver at sWer by the Treasury. 

end to the Wenublicans“ and Democrats, but rather 

The division was not between ^ P agricultural West and South 

between the East on the one han S represented a sectional 

on the othen • To a -kjo, tho money-lending 

division on the basis of the 

East and the borrowing Y f a geographical basis was the 
No less significant , legislative departments of the Fed- 

schism b'^tween the exew ^ predominantly in favor of silver coin- 
eral Government. Congress ^ difference of opimon of 

ego on a large ^°e rf in Jion to be permitted - ''“her ‘t 

importance was . continued compulsory coinage of some 

was to be represented mer y ^ . v jj-aa a^d unlimited comage. 
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Only a minority was oppose ousted from office, and 
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emment had on hand less than half enough gold to retire the greenbacks 
at once, and if it had collected in taxes the gold once paid out in redemp- 
tion, and used it over and over in redeeming the legal tenders until all 
were retired, it would not only have had to increase taxes substantially, 
but would have caused a contraction of the currency of approximately 
$300,000,000, representing about one third of the total amount of money 
in circulation at the time. Politically, this was unthinkable; and even 
economically it would probably have been disastrous. 

What resumption of specie payment really meant, then, was that the 
Government stood ready to redeem in gold any greenbacks that were 
presented for redemption. Few were in fact presented, since once the 
people were satisfied that the Government would redeem them in gold, 
they no longer had much interest in redemption. For most purposes the 
greenbacks, on a par noth gold in value, were superior to gold. Those 
tliat were presented for redemption were for the most part quickly put 
into circulation again — the Government merely meeting, with the 
greenbacks that had been redeemed, certain expenses it otherwise would 
have met nith the gold paid out in the redemption process. It must be 
remembered that there was a greenback party as well as a silver party 
during this period, and great political opposition to any action looking 
to the retirement or contraction of the greenback currency. 

In fact, between the date of passage of the Bland-Allison Act in 1878 
and the date of resumption of specie payment in 1879, Congress bad 
passed a law forbidding the further retirement of United States legal- 
tender notes, and the amount outstanding then, appro.ximately $347,- 
000,000, has to this day' remained outstanding, although not always in 
actual circulation. Thus, by the Specie Resumption Act of 1875, pro- 
viding for resumption in 1879, and the Anti-Retirement Act of 1878, 
which compelled the Treasury' to pay out into circulation again all the 
greenbacks it redeemed, the Trea.sury' was put under obligation to juggle 
the greenbacks until further notice from Congress, like a vaudc\’ilIo per- 
former juggling dumbbells, tossing them in the air with one hand and 
catching them skillfully with the other, and deftly keeping a stream of 
them whirling about in an astonishing circle. With the juggler there is 
ever present the danger that he will sometime miss his grasp, and the 
dumbbells trill come tumbling to the floor with a dreadful crash. R 
should have occurred to Congres.s that sometime or other the Treasurj' 
likotwc might mlw its grasp, and tlmt the circle of redemption might 
hroKcn. But Congrt'ss not only' refused to consider this possibility' and 
il.« probable disastrous consequences, but, like a mischievous small boy 
plaguing the performer, it proceedwl eventuaUy, as we shall sec, to inject 
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value of the bonds deposited with the Treasury, it was req 
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1 Annual Beport of the Secretary of the Treasury. 1928. 
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of batilc notes in circulation naturally declined. Tins point requires 
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To add to the dangers of the situation there had been durmg 
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twelve-year period, 1878 to 1890, a very considerable inflation of bank 
deposits The deposits of the national banks increased from 5022,- 
000,000 in 1878 to $1,522,000,000 in 1890, an increase of approximately 
150 per cent, while the deposits of state banks, during the sanae period, 
rose from $143,000,000 to $553,000,000, an increase of more than 280 
per cent. The increase in banlc deposits had more than kept pace with 
the expansion of the currency which had, as previously noted, ]ust abou 
doubled between 1878 and 1890. Any great dram of gold from the 
country under the circumstances would therefore have caused a con- 
traction in bank credit or suspension of gold payment by the banks. 

StUl another aspect of the matter was this; if the United States per- 
sisted in a policy of expansion of the currency, by constantly increasing 
the quantity of silver money, while other leading commercia coun nes 
did not, there was danger that our domestic price-leve wo ^ en o 
rise above the world level, that our exports would not grow in propor 
tion to our imports and that our stock of gold money wou e ex 
^ hausted in settling ordinary trade balances, even though Europeans i 
not take fright and unload upon us their American securities. ^ n ac , 
something of this very sort is indicated by the import and ® ^ 

tistics of the time. During the early and middle seventies, before our 
silver coinage began, our exports had expanded very rapidly, rising Toxa 
$286,000,000 in 1869 to $695,000,000 in 1878. During the 
imports had actually declined from $438,000,000 in 1869 to „ 

in 1878. But from these figures in 1878 exports rose only to 
in 1890, an increase of $163,000,000, while imports rose to $823,000,000, 
an increase of $391,000,000. . . 

I The monetary dangers of the situation were recognized an ^ re 
quently and often vigorously pointed out by successive Secretaries o 
the Treasury under both Republican and Democratic Administrations, 
and the recommendations for suspension of silver coinage became 
vigorous with each passing year. But Congress, with its ears o e 
grass roots, heard ominous rumblings of agricultural disconten'^ ear 
also “the roar of maddened labor,” sounding “like a trumpet-blast ot 
prophecy,” and these disturbing sounds doubtless drowned out the 
voices of the Secretaries of the Treasury, crying their alarms. More- 
over, the silver Congressmen were little concerned over the maintenance 
of the gold standard and what might befall gold, “the money o 
' archs,” the “idol of the miser and the thief,” the “most cowardly and 
treacherous of all metals.” ^ A financial and commercial panic in 1884 


‘ Tho quotations aro from Bullock, Monclarv History of the 
By permission of Tho Macmillan Company, publishers. Tho original source is the Oon- 

Eressional Bocotd. 
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Treasury, Carlisle, was an advocate of the free coinage of silver and the 
consequent fear that he might resort to redeeming treasury notes, as 
he legally could, in silver coin. Confidence abroad being further im- 
paired, Europeans began selling American securities, as might have been 
expected under the circumstances, thus bringing about an additional 
export of gold, so that the net loss in the fiseal year 1893 amounted to 
$87,500,000. 

Bankers who needed gold for export or other purposes carried green- 
backs and treasury notes to the Treasury for redemption, and in this 
year, 1893, more than $100,000,000 of the legal tenders of both kinds 
were redeemed in gold. By April the gold reserves had fallen below 
$100,000,000 — the danger-mark as it was considered at the time. In 
June came the news that the mints of India had been closed to the free 
coinage of silver, and this brought further demoralization into the silver 
market, silver falling to a low of 65 cents an ounce in 1893 as against a 
low of 83 cents the year before. In so far as the fear of a silver standard 
of value was a cause of financial uneasiness, the rapid and severe fall in , 
the price of silver intensified this fear. Finally the storm broke, and 
one of the worst panics in our history demoralized the whole business 
structure. Bank failures and commercial failures mounted to record 
figures and practically all banks temporarily suspended specie payment. 
In the midst of the panic, Cleveland, who had been opposed to the sil- 
ver inflation movement, called an extra session of Congress and managed 
to secure the repeal of the Sherman Act, which had now been in opera- 
tion about three years. Silver purchases came to an end in November, 
1893. 


12. The Endless Chain and the Bond Issues 

In whatever measure the Sherman Act had been responsible for the 
panic of 1893, its repeal did not at once bring an end to the period of de- 
pression nor to the difliculties of the Government in maintaining the 
gold standard. Various indices of business activity pointed to an un- 
usually severe depression in 1894, following the panic. It was a time of 
great unemployment and of breadlines and souphouses. Total ordinary 
receipts of the Government fell from $386,000,000 in the fiscal year 1893 
to $306,000,000 in the fiscal year 1894, a decline of $80,000,000, or 21 
per cent. Expenditures faUing only slightly, the result was a deficit for 
year of $61,000,000, in contrast to a small surplus the year before. 
Further but smaller deficits followed in the succeeding years of depres- 
sion, so that in the aggregate the ordinary receipts of the Govermnent 
during Cleveland’s second term were less than the expenditures, and 
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BIMETALLISM ABANDONED 
14. The Campaigns or Bhyan 

So long as the silver party remained unsuccessful in destroying the 
gold standard through excessive coinage of silver and so long as prices 
in the United States remained gold prices, the prices of freely transport- 
able goods of which we produced an exportable surplus, such as agri- 
cultural products, could not be forced above the world level, but would 
perforce remain below the prices prevaUing for these commodities in 
the European importing countries, regardless of the quantity of over- 
valued silver or paper legal tenders injected into circulation. Unless an 
export bounty is paid on exports, the domestic prices of commodities 
of which an exportable surplus is being produced will always tend to 
be the price in the importing country less the cost of transportation. 
The gold price of wheat in the United States, for example, could not be 
forced above the gold price of wheat in England, which imported part 
of our surplus, and currency inflation in the United States was therefore 
powerless to raise the price of w'heat in gold in the United States unless 
it could also raise the gold price of wheat in England and the importing 
world in general, which was obviously impossible. This seems to have 
been pretty well understood by the shrew'der leaders of the silver party, 
although not by the rank and file of the inflationists, who were not capa- 
ble of the sustained reasoning leading to this conclusion; and during the 
whole silver-purchasing period the leaders of the party were striving to 
attain their real goal — the free and unlimited coinage of silver at the 
mint ratio of 16 to 1, and the consequent substitution of a cheap silver 
dollar for the dear gold dollar. The higher the market ratio of silver 
to gold rose, the cheaper became a silver dollar of 371.25 grains and the 
more eager became the inflationists to substitute it for the standard gold 
dollar of 23.22 grains. 

Powerful as the silver advocates had been during the period from 
1876 to 1893, they had never succeeded in capturing the entire party 
machinery of either of the major parties. Although at times mustering 
a majority for their measures in both houses of Congress, they had to 
fight, a great deal of the time, a more or less hostile Administration. 
But in the Presidential campaign year of 1896 the free silver faction 
seized control of the Democratic Party, and, pushing aside their old 
leader, “Silver Dick” Bland, nominated the young, vigorous, and elo- 
quent William Jennings Bryan of Nebraska as their candidate for the 
Presidency. Obtaining the support of the Populist or Greenback Party, 
they failed by only a narrow margin in electing their candidate. A shift 
of five per cent of the vote cast would have placed in the White House, 
instead of McKinley, Bryan, committed by his platform and his cam- 



THE FIFTY-CENT DOLLAR 


179 


paign speeches to the adoption of the bimetallic standard at the mint 
ratio of 16 to 1. Had Bryan been elected, Congress would doubtless 
have passed, and the President would have signed, a law providing for 
the free and unlimited coinage of silver at the mint ratio of 16 to 1, and 
with the market ratio above 30 to 1, this would have meant, not bimetal- 
lism in fact, but the substitution of the silver standard for the gold 
standard, and consequently a. very sharp rise in prices. 

15. The Fifty-Cent Dollab 

During the campaign the outstanding argument of the Democrats 
was, of course, that the one thing needed to restore prosperity was more 
money, and this would be provided by the Democrats if they won the 
election. This was a dangerous argument to controvert by the counter- 
statement that the country did not need more money, because most 
voters would not believe in such an apparent absurdity. The most 
common belief among the people was, had been, and presumably ever 
will be, that no man and no country can ever have enough money. Con- 
sequently, the shrewder Republican orators made much of the “fifty- 
cent dollar” which the Democrats were intent upon foisting upon an 
unsuspecting country. A fifty-cent dollar would appear at least as ab- 
surd to the average man as the idea that a country could have too much 
money. 

The basis of the charge brought against the Democrats that they con- 
templated a fifty-cent dollar was, of course, the fact that, at the prevail- 
ing market ratio of silver to gold, the bullion content of the silver dollar 
of 371.25 grains was worth about fifty cents in gold. The assumption 
was that this market ratio would prevail after the adoption of bimetal- 
lism, and that once the silver dollars were no longer redeemable in gold, 
as they woiild not be imder free coinage of silver, they would sink in 
value to the value of their bullion content. The new standard silver 
dollar, legal tender in payment of debts, would then have a purchasing 
power only half as great as the old gold doUar. 

Deductive reasoning does not sustain the view that prices would have 
doubled at once if bimetallism had been adopted at the mint ratio of 
16 to 1, while the market ratio was approximately 32 to 1. Both the 
quantity theory of money and the theory of the compensatory action 
must here be taken into consideration. For silver dollars to displace the 
gold money in circulation in 1897 would have required the displacement 
of about $550,000,000 in gold by $550,000,000 in silver. But the simple 
displacement of $550,000,000 in gold money by an equal amoxmt of silver 
money would not, according to the quantity theory of money, have per- 
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terially the world stocks of gold and world prices, but by 1900 the world 
stocks of gold were 52,000,000,000 larger than in 1890, and the whole 
world was beginning to feel the effects in a rising price-level, which 
natmally stimulated industry and trade. A tremendous expansion in 
our excess of exports of commodities over imports resulted in net im- 
ports of gold amounting to more than $200,000,000 in the three years 
1898 to 1900, a large part of which was added to our gold monetary 
stock. At the same time there was considerable expansion in our other 
kinds of money, notably in national bank notes, so that the total amount 
of money in circulation had increased from $1,506,000,000 on June 30, 
1896, or $21.44 per capita, to $2,081,000,000 on June 80, 1900, or $27.28 
per capita. By 1900 the trend of prices had been distinctly upward in 
the United States for three or four years, and it was not a propitious 
time to stage a campaign for more money — such campaigns succeed 
best in times of falling prices and business depression. Besides the 
Republicans could point with pride to the prosperity they had pro- 
duced, and could view with alarm, as in 1896, the fifty-cent dollar of the 
Democrats. 

The chief legislative aftermath of the success of the "sound money” 
party in 1896 was the Gold-Standard Act passed in March, 1900, the 
main provisions of which were the following: 

1. The gold dollar of 25.8 grains of gold nine tenths fine was made the 
standard of value, and it was made the duty of the Secretary of the 
Treasury to maintain all forms of money issued or coined on a parity 
with this standard. 

2. A gold reserve of $150,000,000 was specifically provided for the 
redemption of greenbacks and treasury notes of 1890. 

3. It was made the duty of the Secretary of the Treasury to retire and 
cancel treasury notes of 1890 as fast as silver dollars were coined from 
the bullion purchased under the Sherman Act of 1890, and upon the can- 
cellation of the treasury notes to issue silver certificates against the silver 
dollars so coined. 

4. The Secretary of the Treasury rvas authorized to use, at his dis- 
cretion, anj’ silver bullion in the Treasury purchased under the Sherman 
Act for coinage into subsidiary silver coin of such denominations as 
might be necessarj' to meet public requirements, provided that the total 
amount of subsidiary silver coin outstanding at any time should not 
exceed $100,000,000. IMienever any silver purchased under the Sher- 
man Act was thus used for subsidiaiy coinage, treasury notes of 1890 
should be canceled to the amount of the cost of the bullion coined. 

5. The issue of national bank notes was made more profitable for na- 
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co-operation in a far-sighted monetary policy, on to the partial demon- 
etization of silver by the various laws relating to subsidiary silver coin- 
age. Then, when production of silver increased with relation to gold, 
and they were threatened with the loss of their gold with bimetallism re- 
tained at the old mint ratios, they began a race to complete the demon- 
etization of silver and in a virtual panic to rid themselves of the depreci- 
ating metal. Thus, in a mad scramble of the nations to rid themselves 
of silver coinage and to retain gold, the mints were closed to the metal 
which alone could have provided the world with sufficient standard 
money to prevent a calamitous decline in prices. 

Instead of abandoning bimetallism one by one, the nations of the 
world should have united for its retention at least until near the end 
of the nineteenth century. The stabilizing effect this would have had 
upon world prices becomes evident from a very casual inspection of the 
statistics of gold and silver production from 1870 to 1900. Whereas 
gold production declined from 6,270,000 fine ounces in 1870 to 5,749,000 
in 1890, silver production increased from 43,052,000 fine ounces in 1870 
to 126,095,000 fine ounces in 1890; and these figures of these two j'^ears 
represent fairly the trend over the whole period. Then during the next 
ten years, when gold production more than doubled, silver production 
increased less than forty per cent. But while the nations of the world 
had a common interest in business stability, they had also such divergent 
selfish interests that successful international co-operation in the retention 
of bimetallism during this period was impossible, although interna- 
tional conferences were repeatedly held to consider what might be done. 
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seated by the often becomes what may more properly 

called credit money, but v hicu 

be called inconvertible ° quantities by each of the thirteen 

Credit money was issued Jg\ the majority of the states in 
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the interval between the end of Government during the 

of the Constitution, and fanaiiy oy t paper money were 

Civiimr. Theresata of to to par- 

uniformly bad the PsP® , country and the people as a whole, 
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people. It is this reasonable possibility of realizing a net gain from the 
use of government credit money added to a host of fallacious arguments 
in favor of the issue of such money that makes it difficult for those more 
conservatively inclined to defeat movements for setting the government 
printing presses in operation. 

2. The Utopians CoNsinER the Issue of Ceedit Money 

In considering the possible benefits to be realized by the issue of a 
moderate amount of government credit money, we may with advantage 
turn to the experience of Utopia. In Utopia, contrary to certain un- 
substantiated statements of Sir Thomas More, all things had not yet 
reached absolute perfection, as we shall see in a moment, but the Gov- 
ernment was at least composed of a body of intelligent men primarily 
interested in the welfare of the people, and the people were content to 
let the intelligent government officials mould the monetary system into 
the form most advantageous to aU. At the time the Utopians decided 
to embark upon their great experiment with credit money, they had 
adopted the gold dollar as their sole unit of value, and their money con- 
sisted of $900,000,000 in gold coin, part of which lay in the Treasury 
and .was represented in circulation by gold certificates, and of $100,- 
000,000 of subsidiary silver with a face value some fifty per cent in excess 
of its bullion value, together with a small quantity of minor coins of 
aluminum, clean and hght. 

It had been observed by economists, some of whom held positions of 
importance with the Government in Utopia, that only one of the various 
functions of money — namely, that of serving as a medium of exchange 
— required the enormous quantity of $1,000,000,000 of money to be 
in circulation or locked up in the Treasury, an amount representing at 
the time about four per cent of the total capital — that is, man-made 
producers’ goods — of the country. The economists pointed out that 
this 31,000,000,000 in metallic money, although apparently essential 
to commerce and industry, did not actually in a physical way aid in 
the production of more goods, as tools, machinery, and factory buddings, 
and the like assist in production. Neither did it satisfy wants in direct 
consumption, as do comsumers’ goods, such as bread, meat, and clothing. 
It merely passed from hand to hand in exchange for consumers’ or pro- 
ducers’ goods, and, in fact, appeared merely to be a sort of ticket made 
of gold or silver entitling its holder to useful goods, but having in it- 
self, as coin, no want-satisfying power or powers of production 
The question was then raised. Why would not pieces of paper with 
denominations printed upon them serve the same purpose that the 
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Thf> answer was that the pieces 
metallic circulating tl,c pieces of gold and silver, pro- 
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passing it on at *c jnne rain monetary theorists 

It was then pointed out by t yge 

among the Utopians that ^ ^ bank checks, which were 

as money - namely, the gold cerUficatejj^ 
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purpose of redeeming any of the credit money presented for redemption. 
ThiS; they pointed out, ■would be doing by the Government much the 
same sort of thing which the banks were doing already — the govern- 
ment gold resen'e would be like the banks’ cash reserves against de- 
ppats. 


3. Findikg a Better Use for Gold 


At this point in the discussion a somewhat befuddled listener asked 
what would be the good of all this if the Government did substitute 
paper money for gold money, and called in the gold. What woidd it 
do -with the gold? To this there was a read3’' answer. Slost of the gold, 
some 8800,000,000, after setting aside about 8100,000,000 to be re- 
tained temporarily as a gold reserve until everyone had been convinced 
that no gold reserve was necessary, could be exported to less advanced 
gold standard countries which would be glad to exchange for it useful 
goods and sendees. Care would need to be exercised in deciding upon 
what sort of goods or services to import, lest injury be done to some 
domestic industry, but, through the honesty and intelhgence of the 
Government and the common-sense of the people of Utopia, the matter 
could be satisfactorily arranged. One suggestion was that, since the 
Utopians had long desired a sj'stem of paved highwaj's, but had never 
felt able to bear the burden of taxation that the construction of such a 
system would require, the gold might be exchanged m foreign countries 
for all the labor, materials, and equipment necessary to build the high- 
ways, including all the current supplies of the imported workmen. 
No domestic industry and no class of workers would thus be affected. 
When the roads were completed, the foreign contingent would return 
home bag and baggage, and everything would be as before except that 
the Utopians would have some twenty thousand miles of splendid 
paved highways that they had not had before and would be rid of their 
useless gold. 


The befuddled listener, not yet quite relieved of his befuddlement, 
inquired further how the Government could call in the gold. Would 
people voluntarily exchange their gold for credit money? It was ex- 
plained that this matter could readily be arranged by the Government 
requiring taxes to be paid in gold and meeting ex-penses by issuing the 
credit money Since the annual revenues and expenditures exceeded 
the amount of gold to be called in and paper money to be issued, the 
substitution of paper for gold could thus be effected in less than one year. 

It should be noted that in Utopia the advanced monetary theorists 
were urgmg the substitution of paper money for gold, not for the purpose 
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ol causing a rise in prices by *“„'’„”°rS”Dtopin’s investment 
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THE Fi^L-LACIES EXPOSED 

These proposals were supported by the usual fallacious arguments, 

By te first proposal the people would obtain the benefits Herring 
from §80,000.000 of additional public expenditures for P 

grounds, roads, bridges, or what not, and ^vlthout cost in additional 

the second proposal the people would be saved 
taxes without suffering any curtailment of services rendered by the 

^T-ByliLv proposal the country would be made richer by §80,000,- 
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4 By either proposal the people would gam, in addition, the i 

hand idfanrgS'^ol 
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of the country — may be assumed to remain unchanged by the issue 
of the paper currency. Whether or not the issue of the additional 
money has increased the total wealth of the countri' depends, then, upon 
whether additional money represents additional wealth. And here we 
have the solution of the problem. 

Additional money, unless it be used in foreign trade, docs not represent 
additional wealth, for money is of that peculiar nature that no matter 
how much of it the countrj’’ has, the total value (and wealth is measured 
m terms of value) remains the same, for its value varies inversely and 
proportionately with its quantity. If, therefore, the taxpayers have 
more of it than they otherwise would have, and no one else has any less, 
it does not follow that the taxpaj'ers have more wealth than before 
while everyone else has no less than before. The truth is that if the 
taxpayers have more money than before while others have the same 
amount as before, then the taxpayers have a larger proportion of all 
the money and others have a smaller proportion than before, and the 
value of the whole amount not having changed, the taxpayers now have 
more wealth than before and others have less by the same amount. 
There is no net gam on balance. This conclusion would not be changed 
by the consideration that the taxpayers and the general public cannot 
be distinguished from one another — being the same general body of 
people. In that case all combined have more money, but not more 
wealth than before. Nor would it be changed by the fact that the tax- 
payers, although not exactly the same body of persons as the general 
public, have not retained the §80,000,000 of extra money, but have 
spent it. In that case, having once had it, they have added proportion- 
atelj’^ to their supply of wealth m other forms, while others have had 
their wealth correspondingly reduced. 

Once in circulation the larger quantity of money, passing from hand 
to hand in the course of trade, together with the bank credit based upon 
it, permits ail goods and services produced to be bought and sold at 
higher prices, but does not bj’’ any virtue of its own increase the quantity 
of goods and sendees available for purposes of consumption or further 
production. There should be admitted, of course, the possibility that 
the rise in prices generated by the increase in the amount of money in 
circulation may stimulate business and set in motion land, labor, capital 
and management which have been idle, and by thus temporarily in- 
creasing production increase the total amount of wealth in the country. 
WhUe admitting this possibility, it must be observed that this method 
of stimulating industry is of the same type as the drink of whiskey which 
the drunkard considers requisite to stimulate him. Idle land, labor, 
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capital and management are ordinarily not the result of lack of money, 
but of more fundamental causes which cannot be eradicated by artificial 
stimulants, even though the stimulants have a temporary potency 
Any gain that comes from this source is quite likely to be more than 
oSset by the resulting reaction, as economic history abundantly teaches 
By this rather laborious reasoning the Utopian economists expose 
the fallacy that more money means more wealth and convinced 
Congress of the errors of the infiationists. Their 
easier doubtless by the fact that in Utopia it was o 
proportion of the people that there are no mapc powers i ^o^jnent 
printing press by virtue of which bread and 

radios, and hmousines are broadcast over the an . u maeic 

however, people do keep on insisting that 

plays like a halo around the government printing P^“®’ , ’ 

lutaicatog the .heels of 

conceivable object of enjoyment so that 

may live like a prince. . , TrtAnnQ nf which 

Having given the general nature of the reasonmg y 

the economists in Utopia convinced the people ^ ^ ^ 

not mean more wealth, it is hardly necessary to Mow 
additional arguments they P^^csented note that the 

mflatioE as a substitute for hard work. It rnflstion to finance 

reasoning they used to show that the “rigeshiher, 

an esp.4on fn public works, to make debts easror 
business more prosperous, money more y 

could not accomplish all these thmgs an chapters 

good, was quite similar to that present 

of this book where these topics have been iscuss 

7. Inflation and Foreign Trade 

_ lu Utopia, it should now be ^^f^^g^gXi^^be in the right 

mtent upon proving a point and to as well as the 

while others were wrong, but eager to They proceeded, there- 

fallacy concealed in every economic doc j ^gg^ by the inflation- 
[ore, to point out that, while every ar^men currency was either 

ists in support of their project for infla advanced, or both, 

fallacious or in contradiction of other arg .^jg jjgaded protagonists 
Jievertheless, wholly unsuspected by ® °^fgeif certain virtues which 
of inflation, their scheme embodied wi m -jjgb the very results 

would eventually and in a roundabout way more quickly, di- 

which the economists themselves hoped to acm 
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rectly, and advantageously by their own bilL Thereupon to tMo^ 
ishment and doubtless to the complete bewilderment of the ^n p 
lie they laid down the following doctrine relating to mtemational trad . 

if the Inflation Bill should become a law and the amount of money^i^ 
circulation in Utopia should consequently he increased 8 pe , 

prictXpia would tend to rise 8 per cent. If at the same as 

might reasonably be assumed, no such inflation had occurred in 

countries, and prices there had remained "’y 

before, Utopia would now be a better country m wluch to 
worse countrj^ in which to buy than formerly because huye^ naWly 
desire to buy in the cheapest market and seUers to tend to 

market. Imports would tend to increase 

dechne, with the result that the even balance of trade wMch had e. 
would be upset, and an unfavorable balance of trade ’ 

which would have to be settled by the export of gold the only m y 
generaUy acceptable in settUng international trade balances. IP® 
way to avoid this gold payment would be to balance ^ 

unpaid and thus to accumulate foreign debts, which had never b 

done in Utopia. _ i • ttj. *0 cn 

So long as the relatively higher level of prices persisted m Utopi , 
long would the net import of goods and the net export of gold contmue. 
But these net exports of gold would be tending all the while to 
the previous relation of prices in Utopia and other cmmtries. This is 
true because the exports of gold from Utopia would be tending to r^ 
duce the quantity of money in Utopia and to reduce prices there, while 
they would be tendmg to increase the money supply of other countnes 
and to raise prices there. Eventually prices within and without Utopia 
would attain a new equihbrium and the net exports of gold would come 
to an end. Smee before the issue of the extra money in Utopia, Utopia 
had about one fifteenth as much money in circulation as the rest of the 
world, or one sixteenth of the total world supply, the new equilibrium 
would tend to be established when fifteen sixteenths of the additiona 
money had been exported, or §75,000,000 out of the total additiona 
amount of §80,000,000 originally placed in circulation. 

Here we come to the main point. While the additional money place 
in circulation would be paper, the money exported would be gold. ^ 
result of the export of this §75,000,000 in gold, the Utopians would have 
been able either to import §75,000,000 more of foreign-made goods, or 
to retain for themselves §75,000,000 more of their home-made goods 
than they otherwise would have been able to do, or to have , 

an equal advantage arising from a smaller increase in imports combine 
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with a smaller decrease in exports. In other words, by this process 
the Utopians through the ordinary channels of trade, would have been 
enabled to trade $75,000,000 of their gold to the rest of the world for 
$75,000,000 worth of useful goods or services, and if the paper money 
placed in circulation in Utopia then performed the function nao°ey 
just as well as it would have been performed by the exported gold, there 
would have accrued to the people as a whole a net gain of ' 

That it would perform tliis service as well as gold there could he but 
little doubt. After the completion of this whole process, there would be 
in circulation in Utopia $805,000,000 in gold or gold certificates, $100,- 
000,000 in subsidiary silver, and $100,000,000 in credit money, and in 
addition the negligible quantity of mino coins of a ummum. e 
figure of $805,000,000 in gold or gold certificates is arrived at as loUows: 
of the $900,000,000 originally in circulation, $20,000,000 would have 
been set aside as a special redemption fund in the Treasury, aii , 
000,000 would have been expelled in foreign trade, leaving the balance 
as stated. With the total gold stocks amounting to more than eig 
times the total outstanding credit money, and with compara ive y ^ 
overvalued silver in circulation, and all this actually o 

change, the gold standard would easily be maintamed and the credit 
money beyond a doubt maintained at par by promp re emp , 
long as the government budget remained balanced. 

But, the economists continued, while a net gam wou „ 
theoretically possible from such an issue of paper money Tnnnev 
of the currency, the rise in prices following upon the issue o ^ 
and the consequent fall in prices when gold began to e expo , 
gether with the unavoidable inflation and subsequen e ^ ^ would 
credit that accompanies inflation and deflation o e would so 

produce such serious economic and financial distur ances, a 
upset the established relations between debtors an ere ^ ° ’ ^y(.gj.g 
and employees, and in general between buyers ""^^/exchange 

and consumers, that the whole theoretical net gam fro 
of gold for other more useful goods and domestic 

more than counterbalanced by the always to cause 

conomic dislocations and maladjustments whi 
some classes to lose more than others gain. 

8. The Utopian Plan as Adopted ^ „.g.:ge 

. The plan devised by the economists and actually pu m 

foBows: ^ +-r.r. nr increasing its 

The Government, without either reducing taxati 
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e^-penditures, proceeded to issue 8100,000,000 in credit money redeem- 
able upon demand in gold. The money was placed in circulation by 
the simple device of pajung it out in the place of that much gold, to 
meet the ordinary expenses of the Government. Thus, §100,000,000 of 
gold revenue, which would otherwise have been expended, accumulated 
in the Treasury. Of this, §20,000,000 was set aside as a special re- 
demption fund for the credit money and §80,000,000 was appropriated 
for the construction of paved highways, with the stipulation that all 
labor, materials, supplies, and eqmpment used in their construction 
should be purchased from foreign countries, to the end that no domestic 
industry and no class of domestic labor would be either injured or bene- 
fited by the construction of these roads Thus two thousand miles 
of splendid paved roads were eventually constructed, the financing of 
which m any other way would not have been feasible, except by throwing 
very heavy burdens on the taxpaj^ers. The foreign builders, with their 
laborers, their steam shovels, concrete mixers, and other paraphernalia, 
came and went, producing scarce a ripple on the sea of domestic industry, 
and leaiing scarce a trace of their operations save the broad ribbons of 
concrete and sturdy bridges which remain a monument to this wise 
piece of legislation to this day. 

It is probable that in no country except Utopia could such a project 
be considered without arousing such great opposition by business men 
and labor unions and narrow-minded professional patriots as to pre- 
clude its successful completion, and even in Utopia there was such an 
outcry from the cement producers, the steam-shovel manufacturers, 
and the labor leaders that bloody revolution seemed impending when 
the bill providing for the construction of the roads exclusively by foreign- 
ers was finally passed In Utopia, however, common-sense prevailed, 
and the Congressmen who voted for the bill were not burned in effigy 
nor even defeated at the next election. Even the interested manu- 
facturers admitted, when their propaganda had failed of its purpose, 
that, while they had gained nothing from the construction of these 
highways except their share as part of the general public in the benefits 
of these splendid roads, they had likewise lost nothing. The usual 
number of miles of roads built at taxpayers’ expense was constructed 
during the time the specially financed project was under way. 

9. In xKHNATioNAia,T Mevded Intellectuals in Utopia Raise 
Some Questions 

While the Utopian economists and inflationists were debating their 
rival schemes for issuing credit money, certain internationally minded 
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inteUeotualB were constancy interm^^^ the^d^ate 
questions directed impartially a lipp+imls were not only toler- 

TJtopia these internationally respectful attention, in marked 

ated, but even at times listened to in Ust other 

contrast to the attitude assume o 
countries. While it must be adm^ted ^hat muc 

clap-trap with no better purpose than o ^ economists 

pubhc eye, four of their questions wer follows: 

as worthy of careful attention. These 9U apphed in practice, 

1. If the plan proposed by the econo §80,000,000 worth 

and Utopia thereby foisted upon t e res countries, since it 

of gold which would be quite useless to the in ’exchange 

would do nothing for them except raise not Utopia be 

$80,000,000 of really deshable i^ an unworthy way? 

gaining $80,000,000 worth of good discovered the craftmess 

2. Might not other nations, when they ha retahate by 

of the operation by which they ad been 
similarly issuing paper money and , , ._nt? 

Utopians in exchange for useful goods, o gy in about the same 

3 If other nations did likewise issue would reap net 

proportion as Utopia, would it not fo ow disturbances and ship- 

gain— the result being merely P + »£ all the countries con- 

ping of gold back and forth, to the detriment of all 

a®™ed? , _ TT+r>r.ia issued, not merely 

4. If other nations, taking their cue ^gre 

relatively as much paper amount originally exported, 

gold be forced back upon Utopia than tne am 

and would not the Utopians, losing ^^ns more ^seM J 
than they had gained, be hoist with t eir ow following manner: 
The economists answered these ques ions i . ^ ^f yjew that the 
While it might seem from a purely a s ^f mst of the 
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taking an unworthy advantage of other countries, since it would merely 
expedite the flow of gold into, and the flow of useful goods and services 
out of, these countries, which they considered a supremely satisfactory 
state of affairs. 

If other countries should become aware of the absurdity of their 
point of view, and should issue paper money in about the same pro- 
portion as Utopia, so that no net export of gold would take place as a 
result of the issue of credit money, Utopia would gain no advantage at 
the expense of other countries, and if the issue of paper money in the 
various countries were made at different times, there would result a 
series of disturbing price fluctuations in all countries, and an uneconomic 
shipping of gold back and forth, which would be detrimental to all 
countries concerned. If the other countries finally issued more paper 
money, proportionately, than Utopia, more gold would flow back to 
Utopia than had been exported, and a net loss would be suffered in the 
form of a net export of useful goods and services. 

It would not follow that the world as a whole could reap no net gain 
from the issue of all this credit money. If aU countries issued more 
money, the world price-level would rise and the value of gold would fall. 
This would mean, not only that an ounce of gold would buy fewer goods 
and services than before, but that many low-grade gold mines would no 
longer be operated because the cost of the goods and services required to 
operate them would be greater than the value of the gold produced from 
them. Moreover, prospecting for new gold mines would diminish, and 
as a result less labor and capital would be devoted to the production of 
gold, and more labor and capital would consequently be available for 
the production of other more useful things. 

This argument in favor of the issue of government credit money on a 
world-wide scale, the economists added, should be carefully considered, 
since from a superficial notion concerning the economy in the use of gold 
thus indicated, gross fallacies abound. The economy in the use of gold, 
for example, is not to be measured by the amount of paper money issued, 
so that the issue of say, 81,000,000,000 in paper money, by all the nations 
of the world in the aggregate, would save the use, and the expense of 
production, of 81,000,000,000 in gold. The economy in the use of gold 
would be much less, possibly not a tenth of this amount. The economy 
would come about, primarily as already indicated, through a rise in 
prices when the paper money was issued and a consequent gradual de- 
cline in the production of gold over a period of years. Moreover, the 
economists added, a world-wide movement toward the issue of govern- 
ment credit money, not controlled by international agreements as to 
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the amount issued, would result in irregularities, hit-and-miss exports 
and imports of gold, with wild inflation in some countnes resulting in the 
total expulsion of their gold, and on the whole would cause so muc 
financial and economic disturbance as more tJian to offset, m aU p 
ability, any economy in the use of gold arising therefrom. 
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hostility of taxpayers, but to curry favor with the inflationist element, 
which is often active and vociferous in a democracy. The inflationist 
element is likely to be particularly strong in a new countiy poor in 
capital and rich in debtors, and consequently suffering from an apparent 
scarcity of money. In such a countiy the demand for inflation becomes 
almost irresistible dming the recurrent periods of depression. Finally, 
revolutionary govenunents, not yet firmly established, but fighting for 
their existence against the old established order, are likely to issue paper 
money, since they find it extraordinarily difficult to raise substantial 
sums either by taxation or by loans. Such revolutionary governments 
have not had time to develop the efficient administration of taxation, 
and, as for loans, they can offer no adequate security, since so long as 
the revolutionarj’' government is not firmly established, it is nothing 
more than a band of rebels, who may be defeated, captured, and 
possibly executed. Under such conditions the issue of paper money may 
be the only feasible way of financing the war. Followers of the revolu- 
tionary government will accept such money in payment for goods and 
services, even though redemption in gold appears remote and doubtful, 
as a means of supporting their cause, and others may have it forced upon 
them by threats of being despoiled of their goods with no pay at all if 
they refuse to accept it. 

With these generalities we may close our chapter on the issue of 
credit money in Utopia. In the following chapter we shall see how 
the credit-money experience of the United States, the Revolutionary 
Government, and the thirteen colonies differed in various ways from 
the experience of Utopia. 



Chapter IX 

GOVERNMENT CREDIT MONEY IN THE UNITED STATES 

1. The Credit Money of the Colonies ^ 
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of desire and power of the Governments to redeem, the paper money- 
depreciated in terms of silver as well as in terms of other commodities. 
When silver and gold money rose to a premium in terms of paper, they 
were expelled from circulation in accordance with Gresham’s Law, and 
prices thereafter were quoted in terms of paper money, and tended to 
vary with the quantity of the paper money in circulation and its ac- 
ceptability in exchange for commodities. 

If the people continued to accept the paper money freely in exchange 
for goods and services, even though it was no longer redeemable in coin, 
it would tend to depreciate, in accordance with the quantity theory of 
money inversely and proportionally with its increase in quantity. That 
is to say, prices would tend to rise directly in proportion to the increase 
in the quantity of the credit money. If, however, this rate of deprecia- 
tion in the paper, its lack of redeemabUity in coin, and the expectation 
that it would be multiplied in quantity shattered confidence in it, and 
people began to refuse to accept it freely in exchange, it would depreciate 
more rapidly in value than it increased in quantity, and as a consequence 
there might appear to be a scarcity of money which might then be made 
the excuse for even a larger issue. 

About the best that can be said of the credit-money issues in the 
Colonies is that the results were not so bad in all as in some of them. 
Rhode Island seems to have been a more severe offender in this matter 
against common-sense and decency than Connecticut, and Connecticut 
worse than Massachusetts. But the record was bad enough in all of 
them, and it ran somewhat as follows: 

I Dates of redemption, if fixed, were postponed. If old notes were 
redeemed, they were often paid out again by the colonial Governments 
as being an easier way of paying bills than collecting taxes. “When 
depreciation became pronounced, the old notes would be redeemed, not 
in coin, but in new notes referred to as “new tenor’’ to distinguish them 
from the " old tenor” notes. "When the new tenor in turn became badly 
depreciated, it would be redeemed in a newer tenor, and would itself 
become a “middle tenor.” Since these different tenors had their rela- 
tive values fixed by the colonial Governments at the time of issue of the 
newest tenor, the legislatures felt called upon to maintain by statute a 
legal ratio between the values of various tenors concurrently in circu- 
lation. 

The fact that the legislatures fixed legal ratios between the various 
tenors implies that the various issues of credit money had been ^ven 
legal-tender powers. In some cases the legal-tender power was con- 
ferred upon the notes in plain language, and in others they were, in 
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effect, made legal tender, but not in unmistakable terms. But whether 
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of the people, and was one of the causes acting to precipitate the Revolu- 
tionary War. 

2. The Paeer Monet of the Revolution ^ 

When the Revolutionary War broke out, the wisest method of meeting 
war expenses, if it had been pohtically feasible, would have been by 
taxation supplemented with loans. But, given the strong aversion of 
the colonists to the payment of taxes and their persistent inclination to 
embark upon the issue of paper money, it was inevitable as a practical 
matter that government paper monej’^ would be utilized to the 'utmost 
as a method of war finance. Even before the Continental Congress 
convened in May, 1775, some of the Colonies had already resorted to the 
issue of credit money, and all the rest followed suit. Doubtless they 
enjoyed their new freedom from the restricting acts of Parhament. Even 
if the members of the Continental Congress had seen the wisdom of 
avoiding, and had desired to avoid, the resort to paper money in financing 
the war, the Congress could not have gained the support of the people 
in a drastic program of taxation. Without undertaking to break any 
idols, the writer ventures to remark that the fathers of our country 
objected to taxation with, as well as without, representation. 

Regardless of the inevitable exdl results, the Contmental Congress 
had to finance the war by the issue of paper money or finance it not at 
all, except for the limited funds that could be raised by war loans of a 
government vathout assured credit. It had no direct power of taxation, 
and what taxes it attempted to raise were le\ied in the form of requisi- 
tions upon the several states, which paid onlj" reluctantly and only in 
part the sums requested. The total sums paid by the states amounted 
to onl}' 85,795,000. To this could be added the more substantial sum of 
819,416,000 in foreign and domestic loans, and somethmg less than 
$3,000,000 in miscellaneous receipts. The balance of the 865,864,000 
income of the Continental Treasury from 1775 to 1783, or 837,800,000, 
was obtained by the issue of paper monejx All these figures represent 
the specie value of the various items calculated, when paid in paper 
money, on the basis of the degree of depreciation of the Continental 
paper. The total actual issue of Continental bills alone exceeded the 
total income in terms of specie as given above, having amounted to more 
than $241,000,000. The great difference between the specie value of 
this paper when issued and its face value measures the average deprecia- 
tion of the various issues, but does not indicate the extreme depreciation 

* TliQ fiatisHcs in this pec*tion are from DewtCTt Fmancvil History of Ihc United SfeUcs* 
I-onpnana, Groeft and Comp'iny 
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of the bills toward the end of the period. At first depreciation was 
relatively slow, and then the issues yielded considerable income in terms 
of specie, but as larger and larger amounts were issued, the depreciation 
became increasingly rapid, until in 1781 the Continental credit money 
had become practically worthless. 

In addition to the enormous issue of Continental bills there were 
various issues of credit money by the Colonies aggregating in excess of 
$200,000,000. The total issue of state and Continental bills exceeded 
$451,000,000. Since the population of the Colonies at the time was less 
than 4,000,000, this works out in excess of $112 per capita. On the 
assumption that the value of money varies inversely and proportion- 
ally with its quantity, and that what it is made of or the confidence with 
which it is accepted has little to do with its value, a very severe depreci- 
ation would have been inevitable with this enormous expansion in quan- 
tity. Considering the general poverty of the country in real capital, the 
small size of the average real income, and the small physical volume of 
trade, this large volume of money must necessarily have meant high 
prices. Yet, even so, the quantity theory of money would not have in- 
dicated prices infinitely high and the value of the money per unit practi- 
cally nil. Obviously, it was not the mere quantity of this money that 
made it worthless; it was the palpable fact that it would never be re- 
deemed in coin, and that it represented nothing more substantial than 
scraps of paper which finally caused the people to esteem it on the basis 
of scraps of paper. 

The extreme depreciation of the Continental bills does not, of course, 
reflect upon the truth of the equation of exchange, MV -f M'V = PT, 
but it does show that when excessive issues of paper money are placed 
■ in circulation, the factor T may decline, because people will hesitate to 
trade goods and services for scraps of paper at any price, and the decline 
in T may be a more important factor in the value of money, or the price- 
level P, than the increase in the factor M, the amount of money in cir- 
culation. 


3, Denying the Fact of Depreciation 

When the depreciation of the paper money was well under way and 
the telltale premium on silver had appeared, the Congress and the state 
officials refused publicly to recognize the facts. They believed, or pro- 
fessed to believe, that the value of gold and silver had been raised, not 
that the value of the paper money had’ fallen, a characteristic notion of 
governmental oflScials in general when the paper money they issue falls 
below parity with coin, and one need not go back farther in history than 
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1932 to find examples of this notion in countries departing from the gold 
standard. The Continental Congress, not having power to make legal 
tender its monetarj’^ offspring, as had the State Governments, had to 
rest content with trjdng to persuade the people that its bills were as good 
as gold by issuing public addresses. In September, 1778, for example, 
when depreciation was alread 3 '' far advanced. Congress issued an address 
containing the following passage: 

We should pay an ill compliment to the understanding and honor of every 
true American, were we to adduce many arguments to show the baseness or 
bad policj' of violating our national faith, or omitting to pursue the measures 
necessary to preserve it. A bankrupt, faithless republic would be a novelty 
[sic!] in the political world, and appear among reputable nations like a common 
prostitute among chaste and respectable matrons Apprised of these con- 

sequences, knowing the value of national character and impressed with a due 
sense of the immutable taws of justice and honor, it is impossible that America 
should think without horror of such an execrable deed.* 

Within a year, Congress, as Walker puts it, “swallowed aU its brave 
words about public faith and the honor of republics,” and publicly ad- 
mitted a depreciation of paper in terms of silver of 40 to l.= After that 
the depreciation went on more rapidly imtil, where the money still circu- 
lated, the ratio was 1000 to 1. When it became so near worthless that 
it was not worth the effort of the holder to try to pass it on, it was 
naturally retired without the painful process of redemption. Or, as 
Dr. Ramsey the historian expressed it gracefully in a much-quoted pas- 
sage, “Like an aged man e.xpLring by the decays of nature, without a 
sigh or groan, it gently fell asleep in the hands of its last possessors.” 

YTaile Congress was attempting to maintain the value of its currency 
by persuasion, more stringent measures were elsewhere being applied. 
The states conferred legal-tender powers, not only on their own credit 
money, but also upon the Continental bills. Laws were also passed to 
repress the premium on silver and to restrain speculators from forestall- 
ing and engrossing the market in anticipation of continued inflation and 
rising prices. People who refused to accept the depreciating paper in 
exchange for goods and serxices were called traitors and enemies of lib- 
erty, and other choice names. Mob action was taken against the holders 
of goods, and merchants were fined and imprisoned. It was to the ac- 
companiment of these developments that the credit money depreciated 
and prices rose. It was not exactly a soothing lullaby to the tune of 
which the Continental bills gently fell asleep in the hands of their last 

* Quoted by Walker, Honey, p. 331. Henry Holt and Company, 1S9I. 

> Walter, Money, p. 333. 
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possessors, and the good Dr. Ramsey, with his flair for poetic expression, 
has perhaps given many persons an erroneous impression of quiet and 
decorum prevailing as the Continental credit money breathed its last. 

4. The Evils as Portrayed by Bullock 

The evils inseparable from such a paper-money orgy as that of the 
Revolution are graphically portrayed by Bullock, with the aid of quota- 
tions from men who had observed them at first hand, as follows: 

The misery and iniquity wrought by the depreciating currency were beyond 
all description. The rise of prices encouraged the most demoralizing specula- 
tion, while the sudden acquisition of unearned and undeserved wealth by ras- 
cals and sharpers stimulated the most wanton and shameful extravagance. 
Washington has drawi a correct picture of the conditions, the cause of which 
he did not originally understand; “If I were to be called upon to draw a pic- 
ture of the times and of men, from what I have seen, heard, and in part know, 
I should in one word say, that idleness, dissipation, and extravagance seem to 
have laid fast hold of most of them; that speculation, peculation, and an in- 
satiable thirst tor riches seem to have got the better of every other considera- 
tion, and almost every order of men;. . ." The paper money opened the door 
to the most shameful frauds upon all who were so unfortunate as to be in the 
position of creditors. Dishonest debtors were enabled to pay their debts in 
wortliless currency. Witherspoon wrote, “For two or three years we con- 
stantly saw and were informed of creditors running away from their debtors, 
and the debtors pursuing them in triumph, and paying them without mercy.” 
Many persons lost a largo part or the whole of their fortunes. Guardians of 
trust funds were enabled to acquit themselves of their obligations by paying 
widows and orphans in paper that was worth only the smallest fraction of its 
nominal value.' 

5. The Credit Money of the War of 1812 

Along with the many evils growing from the overissue of credit money 
by the Continental Congress and the states during the Revolutionary 
period there was generated one great good — such an abhorrence of the 
evils of paper money that when the Constitution was drafted a few years 
later, a provision was inserted denying to the States absolutely the right 
to issue bills of credit. Although there was a strong feeling among many 
of the framers of the Constitution that the Federal Government also 
should be denied the right to issue credit money, the Constitutional Con- 
vention took the milder course of simply omitting from the clause relat- 
ing to money and coinage any mention of the power to emit bills of 
credit. The provisions of the Constitution relating to money and coin- 
age are as follows: 

• Prom Bullock, Monetary History of the United States, pp. 68-71. By permisaion ol Tho 
Macmillan Company, publishers. 
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Art. 1, Sec. 8. The Congress shall have power. .. to borrow money on the 
credit of the United States... to coin money, regulate the value thereof, and 
of foreign coins.... Art. 1, Sec. 10. No State shall... coin money; emit bills 
of credit; make anything but gold and silver coin a legal tender in payment of 
debts; pass any... law impairing the obligation of contract. 

In respect to the powers of Congress, the phrase “to emit bills of 
credit” was at one time inserted in the Constitution, but after much de- 
bate was stricken out. As a consequence of this action, it remained 
doubtful whether or not the framers of the Constitution intended that 
Congress should have the right to issue bills of credit. This doubt was 
later to be dissolved autboritatively by the Supreme Court of the United 
States in a decision holding the emission of legal-tender credit money to 
be constitutional.^ 

The gist of the matter seems to be that the majority of the Constitu- 
tional Convention were opposed to the issue of credit money by the Fed- 
eral Government, but hesitated to insert a clause specifically prohibiting 
its issue, for two reasons. First, and foremost, they considered such a 
clause inexpedient, since it might arouse so much opposition among the 
people that the Constitution would fail of ratification. Secondly, there 
might sometime in the future develop such an emergency that the power 
to issue credit money would be essential to the safety of the govern- 
ment. 

As a result of the constitutional restrictions and the distaste influential 
citizens had acquired for government credit money during the Revolu- 
tion, no credit money was issued either by the states or the Federal Gov- 
ernment under the Constitution until the War of 1812. During this 
period the only paper money in circulation consisted of the notes of the 
comparatively few state banks and, during the years from 1791 to 1811, 
the notes of the Fimt Bank of the United States, to be discussed in our 
chapters on banking. Gold and silver certificates had not at that time 
come into use. 

Under the financial strains of the War of 1812, however, with the 
people still reluctant to pay adequate taxes and the credit of the Gov- 
ernment so poor that loans could be floated only at a high rate of interest 
and often at a substantial discount below par, a sort of government 
credit money was issued. The Government did not make the plunge 
into the troubled waters of this makeshift financial policy whole- 
heartedly and with enthusiasm, but, on the contrary, rather gingerly, 
like a small boy afraid of cold water yet wanting to swim, thrusting in 


» In the case of Hepburn rs Griswold, 8 WbH 603, decided in 1869 The case is reviewed 
Hepburn. History of Coinage and Currency tn the United Slates, pp. 260-73. 
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first a toe, and then a foot, and finally with fearsome shivers gradually 
slinking in to get such enjoyment as possible out of a rather doubtful 
experiment. The type of money emitted at that time was referred to 
as the treasury note, the first issue being provided for by the Act of 
June 30, 1812. By subsequent acts four more issues were provided, 
and in all 836,680,794 of the notes were issued.^ 

The first issue was more in the nature of short-term government bonds 
than government credit money. The smallest denomination was 8100, 
and the notes wore payable in one year with interest at the rate of 5.4 
per cent. This peculiar rate of interest was so fixed that the interest on 
a hundred-dollar note would amount to just one and a half cents a day, 
one and a half cents being one three-hundred and sixtieth part of 85.40. 
For the purpose of faciUtating their use as money, the notes were made 
transferable by delivery and endorsement, and the rate of interest made 
it convenient to calculate the amount due to each successive holder. 
In the later issues the minimum denomination was dropped first to $ 20 , 
and finally to 83. While the first four issues were made payable in one 
year, no date of redemption was set for the fifth and last issue. Finally, 
of the last issue, the notes below 8100 were made non-interest-bearing. 
These last-named notes wore, therefore, nothing but government credit 
money, and could serve no other purpose than to circulate as such, un- 
less they were presented at once in payment of government dues, for 
which they and all other issues were receivable. All they lacked to make 
them true brothers of the Continental bills were the legal-tender pro- 
visions and the unhmited issue, and these would doubtless have come in 
a short time had not the war fortunately come to an end before further 
emissions were required to finance it. 

At first there was strong opposition to the issue of these treasury 
notes, but the opposition gradually grew weaker, and, in fact, there 
were extenuating circumstances which tended in some measure to justify 
their issue. After the charter of the First Bank of the United States 
had expired in 1811, state bank notes remained the only type of paper 
money in the country, and the state banks were so poorly supervised and 
managed that with the outbreak of the war many of them suspended 
specie payment and the currency fell into disorder. It could be urged 
with some show of reason that United States treasury notes, receivable 
everywhere for government dues, and thus indirectly guaranteed by 
the total revenue of the Government, would provide a most useful and 
relatively stable currency. 

> These details concerning the paper money of the War of 1812 are from Devrey, Finan- 
cial History of the United States, pp. 135-37. Longmans, Green and Company, 1931. 



210 GO\TERN]\IENT CREDIT MONEY IN UNITED STATES 

Nevertheless, it should be emphasized that Congress would have 
shown greater wisdom in providing the country with a productive tax 
system than in trusting to the makeshift expedient of financing a war 
in large part with bills of credit. It was only the fact that the War of 
1812 was not a life-and-death struggle calling for enormous financial 
resomces, but a rather short and relatively inexpensive war partaking 
in some respects of the nature of comic opera that saved the country 
from the natural and evil consequences of embarking upon such haz- 
ardous finnnp.ifli adventures. As it fortunately turned out the notes did 
not depreciate in terms of specie untQ the banks generally suspended 
specie payment in August, 1814; and for this suspension of specie pay- 
ments by the banks, bad banking rather than government paper money 
was responsible. Even after suspension of specie payments by the 
banks, there was no extreme depreciation in either the bank notes of the 
better banks or the treasury notes. So the people were in large measure 
spared the injustice, speculation, fraud, and extravagance that regularly 
accompany a depreciating currency — spared not by the foresight and 
financial ability of the Government, but by the fortunate early termina- 
tion of the war. 

6. Greenbacks, the Cremt Monet of the Cmn War 

It remained for the financial emergencies of the Civil War to force 
upon the American people their first important experience with govern- 
ment credit money, under the Constitution. At the outbreak of the 
war the Government was faced by the usual questions confronting gov- 
ernments involved in serious wars — How should the war be financed? 
Of the three possible methods, taxation, loans, and emission of credit 
money, which should be used? The Civil War Government did not 
hesitate long in making its decision — it would use all three of these 
financial devices. Not only was credit mone 5 ’- promptly issued, but 
Constitution or no Constitution, it was given legal-tender powers. The 
constitutionality of the issue of legal tenders was to be decided later 
under less trying conditions. 

TlTiether or not taxes and loans would alone have sufficed to keep the 
Government in funds remains an unsettled question. No vigorous 
effort was made to finance the war without resort to credit money. The 
advocates of legal-tender financing fortified their lesser arguments with 
the supreme argmnent of military necessity, which in times of war over- 
turns all opposition. Against the argument of necessity could be urged 
the facts that the North was rich and prosperous and the people willing 
to submit to heavy taxation in order quickly to win a popular war. On 
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the contrary, there were pointed out apparently insuperable obstacles 
in the way of financing solely by loans and taxation. 

The banks had suspended specie payment in December, 1861, eight 
months after the war began. Gold and silver money ceased to circu- 
late, having been exported or gone into hiding. There was no money 
with which to buy bonds or pay taxes except the unsatisfactory state 
bank notes, of which, according to Dewey, there were 7000 varieties in 
circulation, including the counterfeits. Compared with this heterogene- 
ous mass of scraps of paper of uncertain value, legal-tender notes guar- 
anteed by the United States Government would be a decided improve- 
ment. Government credit money with legal-tender powers would pro- 
vide business with life-blood and give to taxpayers and investors the 
means of paying taxes and buying government bonds. Without credit 
money of this type, there would be neither taxes nor loans with which to 
finance the war. Obviously, these were strong arguments, but they 
advanced as a justification for emitting credit money the very suspen- 
sion of specie payment which the Government itself, by its inept policies 
and its preliminary dabbling with credit money, had been largely instru- 
mental in bringing about. 

For the bad banking system the War Government itself is not to be 
blamed, since it was inherited from past administrations. By long- 
continued toleration of a banking system so bad that it was a disgrace 
to a civilized nation, the American people had placed themselves in a 
position where a breakdown in the financial machinery would be a grave 
menace in a time of emergency such as the Civil War. Yet suspension 
of specie payment apparently was not inevitable even with this unsound 
banking system; for this suspension the War Government itself may be 
blamed. The lack of a plan providing for drastic taxation impaired the 
confidence of investors in the financial strength of the Government, and 
made it difficult to sell bonds, either at home or abroad, even though an 
interest rate of 7 per cent was offered on twenty-year bonds. Lack of 
confidence caused hoarding of specie, thus reducing the specie reserve of 
the banks. On top of all this came the demand of the Secretary of the 
Treasury that the Boston, New York, and Philadelphia banks, which 
had agreed to buy $150,000,000 worth of bonds, should pay for the bonds 
in specie, which was then to be withdrawn from circulation temporarily 
and locked up in the Treasury pending its gradual disbursement. Thus 
a double drain on the bank reserves was set in motion. As if this were 
not enough. Congress had authorized as early as July, 1861, three months 
after the outbreak of the war, the emission of non-interest-bearing treas- 
ury notes, payable to the bearer upon demand, in denominations rang- 
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ing from SIO to SoO, to the amount of $50,000,000. In August the min- 
imum denomination of these demand notes was reduced by Act of Con- 
gress to $5. When these notes were placed in circulation, they were car- 
ried to banks by depositors who might otherwise have brought coin, and 
who demanded the right to draw coin against the deposits so created. 
Although the banks could in turn demand of the Government that it 
redeem the notes in coin, they might at once be reissued and find their 
■way again to the banlcs, thus at one and the same time reducing the 
amount of gold received by the banks and increasing the amount they 
were called upon to pay out. Probably the effect of these notes — which 
were nothing but government credit money, without legal-tender power 
— upon confidence was a more important factor in draining off bank 
reserves than their direct presentation at the banks. 

For the inadequate plan of taxation, for the locking up of the specie 
of the country in the Treasury, and for the issue of these demand notes, 
harbingers of the swarm of greenbacks shortly to follow, the Government 
may be held directly responsible. For two other facts disturbing to con- 
fidence it was less directly responsible. These were, first, the fact that 
war expenditures far outran expectations, while revenue fell short of 
estimates, and second, the threat of war with England. It was a panic 
induced by all these circumstances combined that precipitated the sus- 
pension of specie payment, first by the banks, and then of necessity by 
the Government. 

Thus reluctantly the Civil War Government was brought to the point 
of issuing legal-tender credit money largely as a direct result of its pre^d- 
ous mistakes. Although the proposed issue of the legal tenders aroused 
strong opposition from some members of both houses of Congress, it 
obtained vigorous support from the inflationist and demagogic element, 
which could make an appeal to the instinctive hatred and distrust of 
bankers and money-lenders which has always been characteristic of a 
large proportion of the American people. 

One argument much used to support the issue of paper money was the 
high rate of interest demanded by the bankers, who were variously re- 
ferred to in Congressional debates as ' brokers and hawkers on change, 
huckstering capitalists, harpies, and jobbers and money shavers. ” ‘ 

“Shinning” by the Government through Wall Street, says Dewey, 
was vigorously condenmed. Not only was high interest disapproved, 
but some patriots in the halls of Congress demanded to know why the 
Government, which was more powerful than all the capitaUsts, should 
pay 6 per cent to the capitalists for their money when it might make all 

' "Walker, Money^ p. 373. 
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the money it needed for itself. Secretary Chase himself impeded the 
sale of bonds by refusing to sell 6 per cent bonds below par, by trying to 
hold down the rate of interest below the current rate on loans (which was 
later successfully accomplished by Secretary McAdoo in the World War), 
and by refusing to offer to bond-buyers the .speculative spur of distant 
maturities. 

Once the decision was made to issue legal-tender credit money, Con- 
gress acted quickly in authorizing three separate issues of S150,000,000 
each, in February, 1862, July, 1862, and January, 1863. These United 
States notes, or greenbacks as they became popularly Icnown, repre- 
sented promises of the United States Government to pay to the bearer, 
but neither upon demand nor at any specified time. The understanding 
was that they would be redeemed in gold when the war emergency was 
over. They were non-interest-bearing, and were made lawful money 
and a legal tender in payment of all debts, public and private, within the 
United States, except duties on imports and interest on United States 
bonds and notes. The minimum denomination of the first issue was 
fixed at S5, but in the next two issues it was lowered to $1. i - 

7. The Bond Conversion Feature of the Greenbacks * 

An interesting and important feature of the first and second issues of 
greenbacks was their convertibility into bonds. Not only were the 
notes made receivable the same as coin, at their par value, in payment 
for any bonds thereafter sold by the Secretary of the Treasury, but they 
were made redeemable in 6 per cent 5-20-year bonds of the United 
States, with interest payable semi-annually. This feature was expected 
to serve two useful purposes. First, the note-holders, when not in need 
of ready money, would exchange the greenbacks, which did not bear 
interest, for interest-bearing bonds. The Government, having received 
the notes for bonds in this way, would again place them in circulation, 
whereupon they would again fall into the hands of thrifty persons who 
would exchange them for bonds, and so on in a happy circle. Thus, the 
conversion feature would make the greenbacks automatic salesmen for 
government bonds. The second purpose that was expected to be served 
by this feature was to retard the tendency of the greenbacks to de- 
preciate. 

To clear up this second point we must consider briefly once more the 
quantity theory of money as represented by the equation of exchange, 
MV+ M'V = PT. 

■ .This section is based in part on Dewey, Financial Hislory of the United Stales, pp. 290- 
91. Longmans, Green and Company, 1931. 
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When paper money such as the greenbacks is issued, it cannot depre- 
ciate in value in terms of gold so long as it remains convertible into gold, 
but it will tend to depreciate, along with gold, in terms of commodities 
and services in general, as the total quantity of paper money plus the 
gold money in circulation increases. After suspension of specie pay- 
ment, when gold and silver monej' have disappeared from circulation, 
the paper money will tend to depreciate in value in terms both of gold 
and commodities in general in proportion to its increase in quantity, or 
rather in proportion to the increase in quantity of all the money remain- 
ing in circulation, which, in the case of our greenbacks during the Civil 
War, consisted of the greenbacks and the bank notes, together with vari- 
ous forms of fractional currency. As previously indicated, it might be 
expected to depreciate at least as rapidls’- as the total quantity of money 
in circulation increased, and would probably depreciate even more rap- 
idly if confidence in its ultimate redemption in gold began to wane. But 
the bond conversion privilege of the greenbacks might, at least theoreti- 
cally, so retard depreciation that the rate of depreciation would be less 
than the rate of increase in the quantity of money in circulation. Con- 
sider why this might be true. 

So long as the greenbacks remained convertible without restriction 
into 6 per cent bonds at par, they could of course not depreciate in value 
below the value of the bonds. But the Government had bound itself to 
continue paying the interest on the bonds semi-annually in gold. So long 
as this interest continued to be paid in gold when due, and so long as 
confidence in the ability of the Government ultimately to redeem the 
bonds in gold was not seriously impaired, the bonds might be expected 
to depreciate comparatively httle below par. Their market value would 
depend, like that of any other bond, upon three factors — namely, the 
relation of the current rate of Interest to the coupon rate, the date of 
maturity, and the degree of probabihty that they would be redeemed 
at par at maturity in gold. If the current rate of mterest did not rise 
above the coupon rate of the bonds, and if confidence in ultimate re- 
demption of the bonds remained ummpaired, the bonds would not de- 
preciate in terms of gold, and consequently neither would the green- 
backs. 

But what would happen if, while the bonds remained near par in 
terms of gold, the greenbacks were multiphed to such a degree that the 
equation of e-xchange would call for a higher price-level in terms of the 
paper money, or, in other words, for depreciation? What if all the green- 
backs in circulation could not be spent, at the normal velocity of circu- 
lation, for the available supply of goods and services at the existing price- 
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level? The answer seems to be that in such case the greenbacks would 
become redundant and be presented in large quantities for conversion 
into bonds. If the greenbacks were then promptly reissued by the 
Government to meet war c.vpcnscs, the quantity of them in circulation 
would not be reduced, and the redundancy would continue to send them 
streaming into the Treasury for redemption in bonds. Wliile this would 
not reduce the quantity that remained outstanding, it would tend to 
prevent the need for additional emissions, since the Government would 
be amply supplied with funds by issuing bonds in exchange for the 
greenbacks. 

To sum up, it may be said that the bond conversion feature of the 
greenbacks tended automatically to check the overissue of the legal 
tenders, increased the demand for government bonds and thereby helped 
maintain their price, and prevented the depreciation in the value of the 
greenbacks from exceeding the depreciation in the value of the bonds. 
Even excessive i.ssuc of the greenbacks could not directly cause a depre- 
ciation in their value and a rise in price in proportion to their increase in 
quantity, but only indirectly by impairing confidence in the ultimate 
redemption in gold of the bonds in which they were redeemable. 

VTiilc the process of maintaining the value of the greenbacks by their 
convertibility into bonds, and the value of the bonds by the demand 
for them in terms of greenbacks, may seem like boot-strap economics, 
nevertheless abstract reasoning indicates that it had considerable value, 
and many men at the time it was in operation believed it to be effective. 
Its limits, of course, would be reached when the quantity of bonds out- 
standing, and not merely the greenbacks, became so excessive that re- 
demption in gold became improbable. Then the value of bonds and 
greenbacks alike would depreciate to a degree that measured the proba- 
bilities of redemption, which might or might not bear a close relation to 
the quantity of greenbacks in circulation. 

Unfortunately, the probable usefulness of the plan was underrated by 
Secretary Chase and the last batch of legal tenders, issued in March, 
1863, lacked this conversion feature and it was withdrawn from the 
earlier issues. The value of the greenbacks was thereby cut loose from 
the value of the bonds, and, like a parachute cut loose from its support- 
ing balloon, the value of the greenbaclcs descended. The e.xtent to 
which their value had really been maintained by the conversion privilege 
is probably not susceptible to even approximate statistical measurement, 
but the movement of prices and the premium on gold in terms of green- 
backs seem to indicate that some support had been afforded to the value 
of the legal tenders by their convertibihty into the six per cent gold bonds. 
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emphasis of one factor and underemphasis of other factore 
S of Lbange. Properly understood, it YviU Je -caUed, the qua^t^ 
theory of money holds only that prices will tend to vary ^ J 
tity of money in circulation, or wdl vary with the amt^ 

Satmn provided other things remain the same. During the ^ 
W^these other things did not remain the same, but changed marhedly 

in his authoritative study, A Histonj of Vie 
found that the fluctuations in the value of the greenbacks, as 
by the premium upon gold, were caused prunanly by the fo 


factors; 

1. Increase in the amount of the greenbacks Spcretaiy 

2. Condition of the Treasury — gloomy or hopeful reports of the b 

of the Treasury. 

3. Ability of the Government to borrow — success of bond issues. 

4*. Changes in ofidcials of the Treasury Department. 

5. "War news — good or bad. 


Of these five factors only the first is directly concerned with the 
tity of money in circulation — more greenbacks meant, of course, mo 
money, unless the increase in the quantity of greenbacks was o se 
a decrease in other lands of money. The other four factors 
about the question of confidence m the Government and the proba 
of ultimate redemption of the greenbacks m gold. It remains to con 
gider, then, if the factor of confidence can be fitted into the equa lo 
of exchange, and if so, which one of the slx factors represented V 
+ M'V = FT may reflect confidence m the currency.^ 

Changes in the degree of confidence m the currency would afiec 
primarily P, and also T' to the e.xtent that bank credit was based on 
the greenbacks, and T. "With mcreasing confidence in the early termi- 
nation of the war, or of its successful financmg by bonds, for examp e. 
fear of further increase in the issue of greenbacks and of a further 
in pnccs would diminish. In fact, expectation of an early termination 

t It is oBSumed that the reader understands the significance of the terms m the equ® 
tion, ns explained m Chapter It . 



GREENBACKS AND THE QUANTITY THEORY 217 

of the war would tend to cause a fear of falling prices when the war de- 
mand ceased. ^Yith increasing confidence, then, sellem of goods would 
be more eager to sell and would offer larger quantities of goods for sale 
in a given period of time than would be offered when confidence was di- 
minishing. If buyers could be found for this larger quantity of goods, T, 
the ph 3 'sical volume of trade, would increase. On the contrary, with 
increasing confidence buyers would be less eager to buj' in anticipation 
of a further rise in prices, and might even hold off in anticipation of a 
fall in prices. They would hoard their greenbacks, thus reducing the 
velocitj’’ of circulation, 1'. Wliilc the total amount of money in circu- 
lation would not bo reduced thercb}% the total quantity offered for goods 
and sei^dces in a given period of time would be reduced. If, then, the 
sellers who wanted to sell a larger quant it j' of goods during such period 
had to sell them for a smaller quantity of money in the aggregate, they 
would have to accept a reduction in price. On the other hand, a de- 
crease in confidence would tend to cause the holders of goods to hoard 
them and the holders of greenbacks to hasten to spend them, and thus, 
by reducing T and increasing 1', while M remained the same, force a rise 
in P, or the general level of prices. 

It should perhaps be added, here, that the premium on gold measured 
the value of the greenbacks only in terms of gold, and did not accurately 
measure their value in terms of commodities in general, or the general 
level of prices, since the value of gold itself fluctuated during this period 
in terras of other commodities. But the five factors Mitchell names 
bore the same general relation to changes in greenback prices as to 
changes in the premium on gold. 

A sufficiently marked change in confidence, then, affecting the velocity 
of circulation of money and the phj’sical volume of trade might conceiv- 
ably more than offset a contrary change in the quantity of money, so 
that prices might fall even while the quantity of money increased, or 
prices might rise while the quantity of monej'^ decreased. Such consid- 
erations might seem to leave the quantity theory of money sadly tat- 
tered and torn, although they saved the equation of e.xchange in a hale 
and hearty condition. But the following additional comments may be 
offered: In a broad way increasing the quantity of greenbacks in cir- 
culation tended to shatter confidence in ultimate redemption just as 
truly as defeats in the field of war and failure of bond issues to sell to 
good advantage, and at the same time such defeats and failures would 
themselves lead to further issues. Thus, in the long run confidence 
would tend to wane as the quantity of greenbacks would wax, and 
the two factors, confidence in redemption and quantity of greenbacks. 
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would operate to supplement one another and not to counteract one 
another. 

During the war while the greenbacks retained the bond conversion 
pnvilege and while confidence in the successful outcome of the war and 
ultimate redemption of the greenbacks in gold was fairly strong, there 
was a tendency for the greenbacks to depreciate less rapidly than the 
rate of increase in the total quantity of money in circulation. On the 
other hand, when the Federal Government suffered severe defeats on 
the field of battle, the depreciation in the greenbacks outran the increase 
in the quantity of money. The best way, therefore, to measure the ef- 
fect on prices of the increase in the quantity of money resulting from the 
issue of the greenbacks is to compare the price-level and the quantity 
of money in circulation before the outbreak of the war with the price- 
level and the quantity of money in circulation in 1866, when the war 
had ended and fear of further issues of greenbacks and probable repudi- 
ation had subsided, but when the value of the greenbacks was as yet not 
bolstered by the hope of early redemption in gold. 

The quantity of money in circulation on Juno 30, 1860, was in round 
numbers $435,000,000; and on June 30, 1866, $940,000,000. The iu- 
crease in the total quantity of money in circulation during these six years 
was 116 per cent. As against this increase of 116 per cent in the quantity 
of money, the all-commodity wholesale price index of Warren and Pear- 
son (1910-14 = 100) shows an increase of from an average of 93 for the 
year 1860, to an average of 174 for the year 1866, an increase of 87 per 
cent.^ An increase in prices of 87 per cent accompanying an increase in 
the quantity of money in circulation of 116 per cent, after making allow- 
ance for some increase in the physical volume of production during the 
six years, argues for a rather close relation between the quantity of 
money and prices. Pnees, it seems, in the long run do tend to vary 
with the quantity of money in circulation. 

9. The Greenbacks After the War 

Before entering upon a discussion of the post-war history of the green- 
backs, it should be noted that the three issues of greenbacks, amount- 
ing to $450,000,000, authorized in 1862 and early in 1863, represented 
by no means all the legal-tender currency issued during the Civil War. 
The extreme depreciation of the greenbacks had not only expelled gold 
from circulation, but had driven from circulation also almost entirely 
the fractional silver coins as early as July, 1862. For a time there was 
no currency available in denominations between one cent and five dol- 

■ 'Warren and Pearson, Pnees, p 12 Join W iley and Sons, 1933 
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lars, the smallest size in which the greenbacks wore originally issued. 
Retail trade was badly handicapped, and various private business or- 
ganizations — hotels, saloons, retail stores — began to issue notes and 
tickets which circulated as money, and were called "shinplasters." 
Fractional bank notes also were issued, and postage stamps were used 
as currency. These developments led to an Act of Congress, in July, 
1862, authorizing payment in postage stamps, and forbidding the issue 
by any private corporation, banking association, firm, or individual, of 
notes, checks, memoranda, tokens, or other obligations for a lesser sum 
than one dollar, intended to circulate as money. 

The postage-stamp currency not proving satisfactory, Congress, in 
March, 1863, authorized the issue of not more than $50,000,000 in frac- 
tional United States notes, which were in effect made legal tender. By 
the same act $400,000,000 in interest-bearing treasury notes were author- 
ized, in denominations of not less than $10, and these were made legal 
tender for their face value, to the same extent as the greenbacks. Be- 
cause these treasury notes bore interest, they did not circulate readily as 
money, but they were used as bank reserves, thus releasing a cor- 
responding amount of greenbacks for active circulation. The total 
authorized amount of the fractional notes and the legal-tender interest- 
bearing treasury notes was not issued, but so many of these were issued 
that the total amount of legal tenders in e.xistence amounted to $675,000,- 
000 by November, 1864. These, together with less than $200,000,000 
in state and national bank notes comprised practically all the currency 
of the country at the time. Gold and silver had disappeared from cir- 
culation except in California, where it is estimated that about $25,000,000 
in specie remained in circulation, as the. result of a sort of general under- 
standing that the legal tenders would not be tolerated as standard 
money, one of the most peculiar monetary phenomena in history. 

As already indicated, the greenbacks proper were issued reluctantly 
by the Government as an emergency war measure in 1862 and 1863. 
They were not favored by the Secretary of the Treasury who had to 
place them in circulation, and many of the advocates of their issue de- 
fended the proposed action mainly on the grounds of financial necessity. 
Generally it seems to have been understood that the legal tenders would 
remain in circulation only temporarily, and would be retired at the 
earliest practicable time. It was inevitable, however, that with prices 
inflated through their issue in such large quantities, and with speculation 
rampant as always during a period of inflation, action looking toward the 
retirement of the greenbacks, involving of necessity some contraction of 
the currency and some shrinkage of prices, should produce a political 
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storm. Such a large part of our forward-looking people have always 
been in debt from looking forward too optimistically to rising prices of 
real estate and securities that deflation has always been most unpopular. 
Political conditions in the United States never favor deflation of the cur- 
rency. When we have deflation, it comes, not from pohtical action de- 
signed to produce it, but from collapse of bank credit as a natural result 
of excessive expansion. And so it happens that of the §450,000,000 of 
the legal-tender greenbacks originally issued, $346,681,000 remain out- 
standing to this day. 

With minute details of the struggle, on the one hand, to retire the 
greenbacks, and on the other hand, to expand the issue indefinitely as a 
royal road to wealth, we need not concern ourselves here. It will suffice 
to say that immediately after the war, the North was prosperous, rev- 
enue rolled into the Federal Treasury easily and in large volume, and it 
would have been quite practicable to retire the entire non-interest- 
bearing debt represented by the greenbacks, as well as to make a begin- 
ning in retiring bonds. As a matter of fact, the Government did begin 
the process of retiring the greenbacks gradually until in 1868 the amount 
outstanding had been reduced to $365,000,000. At this figure the pro- 
cess was halted by an Act of Congress suspending further reduction of 
the currency. This act represented a victory of the inflationist element 
within the Republican and Democratic Parties over the more conserva- 
tive element who favored the payment of interest on government bonds 
in gold and the ultimate retirement of the greenbacks and the re-estab- 
lishment of the gold standard. The inflationists now not onlj’’ suc- 
ceeded in temporarilj' halting the retirement of greenbacks, but man- 
aged to bring about a slight degree of expansion, and would have brought 
about more except for the veto of the so-called “Inflation Bill” by Presi- 
dent Grant in 1874, this bill having fixed the maximum amount of green- 
backs at $400,000,000. In the same year the Republican Party, with a 
larger representation of sound-money men in it than the Democratic 
Party, was roundly defeated in the Congressional elections, but still con- 
trolled Congress in the short session after the election. Having nothing 
more to fear now from tempests of the prairie where the greenback 
storms raged, the sound-money men took advantage of this period of 
political immunity and passed the Resumption Act, which was promptly 
approved by President Grant. 

This act provided for the gradual retirement of the greenbacks in ex- 
cess of the amount of $300,000,000, concurrently with the expansion of 
the circulation of national bank notes, and after January 1, 1879, for the 
redemption in coin of the greenbacks then outstanding on their presents- 
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tion for redemption at the office of the Assistant Treasurer of the United 
States in the city of Now York. 

It should be noted that the Resumption Act of 1875, while it provided 
for the re-establishment of the gold standard after four years, did not 
involve any contraction of the curiency. What contraction of the green- 
backs took place befoie resumption of specie payment was to be offset 
by expansion of national bank notes, which served the same purpose 
in circulation as greenbacks, although not as bank reserves for national 
banks, for which they Avcre not eligible. And while the greenbacks re- 
maining in circulation after January 1, 1879, not less than 8300,000,000 
in amount, were to be redeemable upon demand m com, and tliis meant 
in effect, gold coin, the act neither required their retirement nor prohib- 
ited their reissue. On this point it was quite silent, and the law could 
be interpreted as anyone saw fit, but with the probabilities in favor of 
the amount of greenbacks outstanding at the time of resumption remain- 
ing unchanged. 

The inflationist clement, however, scoied one more victory in respect 
to the amount of greenbacks to remain outstanding. An Act of Con- 
gress in 1878 prohibited further retirement of the greenbacks, which had 
then been reduced to the amount outstanding today, namely, 8346,- 
681,000. Thereafter, the Greenback Party, although it placed Presi- 
dential candidates in the field repeatedly, as it had done in 1876 when 
the Greenbackers, disgusted with the old-lino parties, had first formed 
an independent party of theii' own, could accomph’sh no tangible results, 
and the Greenbackers were eventually overshadowed by their brother 
mflationists, the protagonists of the free and unlunited coinage of silver 
at the ratio of 16 to 1, whose achievements and lack of achievements 
we have already briefly chronicled in an earlier chapter. 

10. The Case Against the Greenbacks 

The case against the greenbacks may be summed up as follows: 

They should m the first case never have been issued, and their issue 
Would have been quite unnecessary as a war measure if a reasonable 
amount of intelligence had been displayed by the Government and the 
people in building up a tolerably sound monetary structure before the 
war and in managing the money and banldng system during the war. 
As a source of war funds they were unimportant with relation to the 
total amount of money raised by loans and taxation combined. As 
against the 8450,000,000 obtamed by the issue of the greenbacks, there 
were raised during the war period almost 83,000,000,000 by means of 
taxation and interest-bearing loans. Apparently, if the Government 



222 GOVERNmNT CREDIT MONEY IN UNITED STATES 

was able to raise almost $3,000,000,000 by loans and taxation, it would 
not have been impossible to raise $450,000,000 more. The chief function 
of the greenbacks, therefore, was to serve as a medium of exchange and 
not to provide government revenue. But with reasonably good finan- 
cial management, there would have been plenty of gold and bank notes 
to serve as a medium of exchange, the amount of gold and silver in circu- 
lation on June 30, 1861, having been $266,400,000, which, together with 
$218,006,000 of miscellaneous currency, including state bank notes, 
made a total of $484,406,000, or approximately $15.11 per capita. 

Issued in great quantities along -^-ith the interest-bearing legal tenders 
and the fractional currency, they caused a tremendous rise in prices, first, 
because of the mere increase in the quantity of money in circulation, 
and second, because of lack of confidence in their ultimate redemp- 
tion when the fortunes of the Federal cause ran low. At one time they 
had depreciated in terms of gold to the exdcnt that one dollar in green- 
backs was worth only about $0.35 in gold, or one dollar in gold was 
worth $2.85 cents in greenbacks. This means that prices in terms of 
greenbacks were quoted 185 per cent above gold prices, and the green- 
backs may, therefore, justly be charged with having caused a price- 
inflation of at least 185 per cent, leaving out of considera.tion the fact 
that their expulsion of gold from circulation in the United States had 
probably in some measure cheapened gold itself and caused a rise in gold 
prices. Not only did the greenbacks cause or permit this great rise in 
prices, but, since their value rose and fell sharply and unexpectedly in 
terms of gold with the fortunes of war and war finance, their use as 
standard money naused frequent and severe fluctuations in prices ex- 
tremely demoralizing to business. Finally, after the e.xtrcmes of in- 
flation came the inevitable deflation, brought about, not merely by some 
reduction in the quantity of legal lenders in circulation, but by the in- 
creasing confidence in ultimate redemption. It is unnecessar 3 ’' to dis- 
cuss here in detail the evils inseparable from rising and falling and fluctu- 
ating prices, since those have been sufficiently discussed in earlier pages. 

Still another serious charge justly brought against the greenbacks is 
that their i«sue and the concomitant inflation of prices enormously in- 
crca.«ed the cost of the war. The bonds which the Government sold 
during the period of inflation were paid for in greenbacks, but the inter- 
est on thnee l)ond.s and the principal were paid to the investors in gold- 
Many hundreds of millions of dollars ncrc thereby added to the ultimate 
cost of the war, eventually paid in full by the taxpaj-ers. 

n.aving been ixmed contrary to the dictates of sound financial man- 
agement, the greenbacks in all conscience should have been retired 
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soon as possible after the war emergency was over. As already indi- 
catcdj the Government did not lack the means of retiring them during 
the first few years after the war; it lacked only the wdll; it feared de- 
flation and the wrath of the inflationists. Admittedly, deflation is an 
evil, no less than inflation, and should not be perpetrated without good 
reason. But the deflation necessary to retire the greenbacks and restore 
the country promptly to a gold basis after 1865 was not drastic. In- 
creasing confidence in the stability of the Government and its power to 
meet its financial obligations, together with the cessation of war demand 
for commodities, had already carried the necessary process of deflation 
so far that the average premium on gold in 1865 was only 57.3 per cent. 
Stated differently, a greenback dollar was worth about 64 cents in gold. 
Assuming that a fi.\cd policy of gradual retirement had speedily brought 
prices back to a gold basis, and that gold prices themselves had remained 
unchanged, a 36 per cent decline in prices would have been the result. 
While this amount of deflation, added to the deflation that had already 
occurred, would doubtless have worked hardship on many people, it 
would probably have done far less damage to business, by and large, 
than the sharp fluctuations in the value of the greenbacks did over the 
period of fourteen years between 1865 and the date of resumption of 
specie payment in 1879. 

As an alternative to the restoration of the gold standard by the process 
of deflation, there was, of course, the possibility of restoration by devalu- 
ation without deflation. The content of the gold dollar could have been 
reduced by 30 or 40 per cent, and the country then restored to the gold 
standard without much disturbance to the e-visting price-level. 

When specie payment was resumed and the gold standard thereby 
re-established in 1879, some ten years later than necessary, the green- 
backs should not merely have been redeemed; they should have been 
retired. They should not have been permitted to remain outstanding 
in such large quantities that they remained disturbers of confidence and 
a menace to the gold standard for almost another twenty years. For 
many years the outstanding greenbacks alone, leaving out of considera- 
tion the overvalued silver dollars, silver certificates, and treasury notes 
of 1890, amounted to more than fifty per cent of the total stock of gold 
coin and bullion in the United States. It was only in 1898 that the 
stock of gold in the United States definitely passed the §700,000,000 
mark and thus exceeded twice the amount of the outstanding green- 
backs. There can be little doubt that, during the long interval between 
1865 and the date of the firm establishment of the gold standard in 1900, 
the outstanding greenbacks did more harm than good. 
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Thirty years later, however, the greenbacks had ceased to represent 
an important problem. With a total gold stock of around $■1,000,000,000 
the comparatively small quantity of $310,081,000 of greenbacks, to- 
gether nith the somewhat larger amount of overvalued silver in circu- 
lation, would not have proi'cd dangerous or destroyed confidence in our 
ability to maintain the gold standard, provided our banking machinery 
had been managed with a reasonable degree of pnidcnce. In fact, on 
the basis of the Utopian economics discussed in the preceding chapter, 
something might even have been said in favor of retaining the green- 
backs in circulation in this relatively limited quantity, as a cheap sub- 
stitute for gold. 



Chapter X 

THE NATURE OF COMMERCIAL BANKING 

1. Essential Functions of a Commercial Bank 

The essential functions of a commercial bank are just two in number — 
namely, the accepting of deposits of temporarily idle funds of business 
men and others in the community, and the making of short-term loans, 
primarily to business men, but also to other persons who are in a posi- 
tion to give the bank satisfactory assurance of repayment. A third im- 
portant function of a commercial bank, but not an essential one, is the 
issue of 'bank notes, a type of paper money. In the United States, for 
example, where we have three classes of commercial banks — national 
banks, state banlcs, and trust companies, only one class, the national 
banks, issue bank notes.' Our federal reserve banks also issue bank 
notes, but they are more properly considered as bankers’ banks than as 
commercial banks, although they engage in commercial banking opera- 
tions of a specialized type. 

In addition to exercising their essential functions, commercial banlcs, 
if properly managed, find it advisable and profitable to carry on other 
kinds of financial operations, such as making long-term loans on real 
estate, investing in stoclcs and bonds, accepting deposits not subject to 
withdrawal without notice on which interest is paid, purchasing com- 
mercial paper and bankers’ acceptances in the open market, and so on. 
But in most cases, if not in all, these other operations should remain 
incidental and supplemental to the main functions and the essential 
functions of the commercial bank, namely, the accepting of non-interest- 
bearing deposits subject to withdrawal by check without notice, and the 
making of short-term loans — that is, loans running six months or less — 
to business men and others able to give ample security. 

Commercial banking operations in general are much the same in all 
advanced industrial countries, but there are some important differences 
in detail, so that a discussion of commercial banking as carried on in on6 
country would not in all respects be applicable to some other country. 
In the present chapter the discussion will be based upon banking condi- 
tions in the United States. 

2. Organizing a Commercial Bank 

The nature of commercial banking operations and the principles of 
sound banking practice can be most readily explained by means of a 

> Sea Chapter XXX. National banks no longer issue notes. 
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simplified supposititious example involving a description of the develop- 
ment of a bank from the time of its organization until it may be assumed 
to be operating on a normal basis after a period of growth extending over 
several years. In order to keep our example from becoming complicated 
by the intervention of particular rules and regulations relating to some 
particular State or the National Government, we shall use for illustrative 
purposes the fictitious Bank of Centerville of an unnamed Middle- 
Western State. 

Certain substantial citizens of Centerville, believing that there was 
room for a fourth bank in addition to the three already estabhshed in 
the city, applied to the Secretary of State for a charter for a banking 
corporation to be organized with a capital of $100,000 and to carry on 
its business rmder the name of the Bank of Centerville. Incidentally it 
may be remarked that all our state and national banks are organized as 
corporations, and not as partnerships or individual proprietorships, as 
many of our other kinds of business organizations are. As corporations 
they are legally presumed to have a personality distinct from that of 
their stockholders, and this distinction between the bank as a corporate 
entity and its owners, the stockholders, is recognized also in accounting 
practice. If this fact is kept in mind, it may save a considerable amount 
of mental confusion in respect to the bookkeeping operations of the bank 
and its financial statements, including the balance-sheets that banks 
are required to publish from time to time under the laws of our State 
and Federal Governments. 

The charter of the Bank of Centerville having been granted by the 
state ofiicial to whom application had been made, the bank was duly 
organized as indicated with a capital of $100,000. The persons directly 
concerned in the organization of the bank were the stockholders, who 
subscribed the $100,000 in capital, the directors whom they chose to 
direct the affairs of the bank, and the officers appointed by the directors 
to take active charge of the management of the institution. Among 
the stockholders were a few prominent and wealthy men who subscribed 
more than half of the total capital, and a considerably larger number of 
local business men who took a small number of shares each. The total 
number of shares was 1000, each with a par value of $100. Each stock- 
holder paid into the treasury of the bank $100 for each share he sub- 
scribed to and received in acknowledgment of this payment a stock cer- 
tificate indicating the number of shares he bought. 

The stockholders were permitted to vote for members of the board 
of directors, casting votes in proportion to the number of shares they 
owned. The prominent men who had subscribed for more than half 
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the shares were therefore able to choose for directors the men they de- 
sired, The directors chose the administrative officers of the bank, in- 
cluding a president, vice-president, cashier, and assistant-cashier. A 
bookkeeper and other clerical assistants wore then employed. 

It remained to provide the bank with a place of business. To have 
purchased a building suitable for the bank would have gone far toward 
exhausting the amount of monej’' subscribed as capital and would have 
left the bank with insufficient working capital. A suitable banking room 
was therefore rented, furniture and fixtures were installed, and the Bank 
of Centerville was ready for business. 

3. The IMain Purpose of a Bank 

Thus far nothing has been said about the purpose of the Bank of Cen- 
terville. Its main purpose was to cam an income for its stockholders 
on the capital they invested in the enterprise and liberal salaries for such 
of their number as were chosen as administrative officers of the banic and 
who devoted their time and business ability to making it a success. While 
there may have been some talk about “service to the community,” it 
should be understood that when a bank subordinates its own profit to 
service to the community, the results at the best are likely to be doubt- 
ful. This vdll ordinarily mean the maldng of unsound loans to business 
men who should not have them, because neither their own best interests 
nor the best interests of the community will be well served thereby. At 
the worst — and this is not uncommon — the bank that goes in strongly 
for “serving the community” lends the funds of its own stockholders 
and of its depositors to its own directors or their friends and relatives 
without adequate security and with every prospect of eventual disaster 
to the bank, the stocklaolders, and even to the favored borrowers, and 
probably to the community. That bank will in the long run best serve 
its community which holds tight its purse-strings, makes no loans unless 
under very exceptional circumstances, which are not amply secured by 
the capital and character of the borrower, and which are not for some 
legitimate business purpose giving every evidence of turning out suc- 
cessfully. If such a bank lends at a reasonable rate of interest and is 
reasonably considerate at times of stress to its debtors, and nevertheless 
makes good profits, it will have served its community amply in the most 
legitimate way. 

It is obvious that if a bank with a capital of only $100,000 is to earn a 
return on the invested capital of the stockholders in addition to paying 
liberal salaries to its officers, lesser salaries to its clerical staff, rent, and 
.other expenses, it must obtain considerable income in addition to the in- 
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come it might enjoy merely bj' lending its original capital at something 
like 6 per cent. The annual expenses of even a small bank paying very 
moderate salaries and low rent easily run above 812,000, or twice the 
income derived from lending 8100,000 at the rate of 6 per cent a year. 
This extra income it obtains in the main from lending or investing the 
money of its depositors left with it temporarily without interest or at a 
very low rate of interest. For the time being we will not enter upon the 
discussion of the question of whether or not a commercial bank has a 
lending and investing power in excess of the amount of deposits it has 
received plus the amoimt contributed by its stockholders. Here it need 
only be said that unless a bank could lend and invest more than the 
amoimt of its own capital, it would never pay to organize a bank, since 
the stockholders who contribute the capital could lend it as indiiuduals, 
or invest it, to yield them in all probabdity 6 per cent, without becoming 
involved in the heavy^ expenses of running a bank. Incidentally, this 
conclusion gives us early in our discussion of banking an answer to the 
argument, believed by many to be irrefutable, that since a commercial 
bank charges interest on its loans it ought to pay interest on its deposits. 

If a commercial bank is imusually successful, it may develop an in- 
vestment and lending power great enough to pay, not merely operating 
expenses and 6 per cent on its capital, but several times 6 per cent. 
There are instances on record where an old established bank has paid as 
much as 100 per cent in dividends annually on its original capital invest- 
ment. Such great success means, not only that the stockholders may 
enjoy a very liberal income on the par value of their stock, the original 
investment, but that they can, if they desire, sell their shares of stock 
for many times the par value. Certain New York bank stocks, and no 
doubt others as well, have actually had a market value at times above 
85000 for an original par value share of 8100. Such great earning power 
and market value are, of course, based, not merely upon the original 
investment, but upon additional investments of undivided profits left 
in the bank and, as a boPkkeeping operation, carried to surplus. The 
other side of the shield is less inxuting. When a bank fails — and many 
thousands have failed in the United States — stockholders commonly 
lose ex*ery dollar they have invested in the enterprise, and often even 
more. Under the banking laws of the United States, as well as under the 
laws of the indhidual states, stockholders in banks have been subjected 
to the so-called double liability. This means that a stockholder, in addi- 
tion to losing his original investment amounting to the par value of his 
stock, might be assessed an equal amount if the levy v ere required to pay 
the depositors and other creditors of the bank in full. Thus a man who 
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ha'd bought ten shares of stock with a par value of $100 a share might be 
assessed anadditional $1000 if the bank failed. That this has been no mean 
risk is indicated by the fact that more than ten thousand banks failed 
in the United States from 1921 to 1932 or more than one third the total 
number of banks in operation at the beginning of that period. 

4. The Bank of Cbnteratlle’s First Statement 

The Bank of Centerville, having been properly organized and having 
acquired a suitable personnel and a banking room, proceeded to prepare 
for business. It was necessary, first of all, to install banking furniture 
and fixtures, and this required an expenditure of $10,000. There were, 
of course, other expenses incurred before any income had been earned, 
but these and subsequent operating expenses will be disregarded for the 
sake of convenience and simplicity in exposition in our illustrative case, 
with the understanding that a real bank would have to take them into 
consideration in its bookkeeping. Before the bank opened its doors, the 
booklieeper might have drawn up a financial statement of its condition 
as follows: 

Bank op CENTERViLiiE 
(Statement No. 1) 

Resources Liahiliiics 

Cash $90,000 Capital stock 

Furniture and fixtures 10,000 

Total $100,000 

The foregoing statement lists the resources or assets of the bank on 
the left-hand side and the liabilities on the right-hand side, and may be 
called a balance-sheet. This is the customary form in wluch bank 
statements are published periodically by the commercial banks in the 
United States. It should always be borne in mind that a bank state- 
ment represents the resources and liabilities of the banking corporation, 
and not those of its stockholders. The various items listed on the liabil- 
ity side of bank statements are a source of great confusion to many be- 
cause, as we shall see a little later, some of these items would appear to 
be assets and not liabilities. Such confusion can be avoided if the reader 
will always bear in mind that on the liability side of a corporation bal- 
ance-sheet are listed the sources from which the assets shown on the other 
side have been drawn and the disposition that is to be made of them 
when, or before, the corporation is dissolved. In Statement No. 1, for 
example, the item “Capital stock” indicates that $100,000 has been 
received from the sale of capital stock, and that, moreover, this amount 
ought to be returned to the stockholders if the bank should be dissolved. 
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Real bank statements show the condition of the banks on a given day, 
and are dated, and not numbered. 

5. The Item of Deposit.s 

The Bank of Centeivdllc, having opened its doors for business, a num- 
ber of depositors entered and made deposits of $45,000, of which $5000 
was in cash, and .$40,000 in the form of checks drawm against the other 
banks of Centerville. Most of these depositors were stockholders in 
the new bank, and their deposits represented a sort of good-will offering 
withdrawn from the other banks in which they held no stock. In the 
course of time the new bank hoped to attract other depositors. At the 
same time applications for loans appeared, but it vnll be well to present 
a second statement of the bank showing the effects of the deposits on the 
balance-sheet separately from the effects of the loans granted. 

Bake or Centerville 
(Statement No. 2) 

Resources Liabilities 

Cash $93,000 Capital stock . 

Furniture and fi-vtufcs 10,000 Deposits 

Checks on other banks . . 40,000 

Total $145,000 

It wUl be observed that cash has increased from $90,000 in the pre- 
ceding statement to $95,000, and that total resources have risen from 
$100,000 to $145,000. The $40,000 item of checks on other banks might 
readily be converted into cash in this particular case simply bj' present- 
ing these checks to the other banks in Centertille and demanding pay- 
ment in cash. But after the Bank of CentcrvuUe has been operating 
for some time, it will be found that its own depositors have drawn checks 
against their deposits with it, and that some of these checks have found 
their way into the hands of the other banks, which can then use them as 
a counterclaim against the Bank of Cknter\Tlle. In that case it will be 
able to consider as cash, and to collect in cash, only the excess of checks 
it holds drawn on other banks over the checks held by other banks 
drawn on it. Naturally, too, in the course of its business the Bank of 
Centerville may expect to receive from its depositors checks drawn 
against banks in other cities, and to have presented to it by banks in 
other cities checks drawn against it by its own depositors who have used 
personal checks to pay out-of-town bills. How these various payments 
may be made or offset against one another will be discussed later. Here 
it need only be noted that the Bank of Centerville may eventually find 
that the sum total of all checks drawn against it by its own depositors. 


$100,000 

45,000 

S145,0W 



THE ITEM OF DEPOSITS 


231 


and finding their way into the hands of other banks in Centerville and 
outside, wiU exceed the amount of all the checks it receives from its 
depositors drawn against other banks, and that it may be compelled to 
pay cash on balance to all the other banks in the aggregate rather than 
enjoy receiving cash on balance from them. 

This, of course, need cause the bank no worry, provided that it made 
no use of the deposits placed with it by its depositors other than cashing 
checks drawn against them, for in that case it would always have cash 
enough on hand to meet all demands — the depositors not having the 
right to draw checks in excess of the amount deposited. This would be 
true even if the deposits had been in the first place composed e.xclusively 
of checks on other banks. In that case the amount of these checks 
drawn on other banks would exactly offset all checks that the depositors 
would be in a position to draw, and all checks, therefore, that could be 
presented for payment either directly at the counter by customers of 
the banlc itself, or by other banks into whose hands they had fallen. But, 
as previously slated, a bank, to pay operating expenses and earn a fair 
return on its stockholders' invested capital, must lend and invest, not 
merely its stockholders’ capital, but also money placed with it by its 
depositors; and this brings us to the subject of loans. 

Before beginning the discussion of loans, however, a word of caution 
must be given concerning the item of deposits on the liability side of 
Statement No. 2. The average man who has not made a careful study 
of bank statements thinks of bank deposits as consisting of cash, and he 
cannot understand, therefore, why the item “Deposits” appears on the 
liability side and not on the asset side of the statement. Bearing in 
mind, however, what has already been said, that liabihty items indicate 
merely the source and the ultimate disposition of the assets of the banks, 
it becomes easier to understand why the item of “Deposits” is foimd on 
the liability side. Bank Statement No. 2 merely says in abbreviated 
form that the bank has received from depositors the sum of $45,000, and, 
since these are demand deposits, it must be prepared to return this 
amount to the depositors upon demand and without previous notice. 
Since a bank’s deposits are a liability, and not an asset, it is, of course, a 
serious blunder to think that large deposits are a sign of strength. Large 
liabilities are not a source of strength, but, on the contrary, a source of 
weakness, and more particularly so when they represent cash payable 
upon demand. For indications of strmigth of a bank one must look 
to the asset items. If these are not ample to meet aU demands for 
cash when the demands are made, the bank is weak regardless of its 
size. 
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6. Loans and Discounts 

Applications for loans poured into the Bank of Centerville in much 
larger volume than deposits — applications from speculators in real 
estate and stocks; from spendthrifts who desired to spend more than 
their current income on automobiles, radios, furniture, clothing, grocer- 
ies, cosmetics, and what not; from victims of misfortune; from business 
men who wanted to expand their manufacturing plants or storerooms, 
or install new and costly equipment; from retailers who wanted tempo- 
rary accommodations to help them carry their stock of goods; from man- 
ufactmers to help pay for additional stocks of raw materials and to 
meet payrolls. 

The cashier, contrary to the point of view of many new era econo- 
mists, speculators, local boosters, temporarily big and successful bankers, 
and others, held that a commercial bank could not safely make loans in 
substantial amoxmts to any except the two last-named classes of appli- 
cants. His view was, in short, that, since a commercial bank to be suc- 
cessful must have relatively great demand liabilities in the form of de- 
posits subject to check, it must utilize its funds mainly in making short- 
term loans imder such conditions that they would be practically certain 
to be repaid at maturity. Most of the loans requested of the bank did 
not meet these conditions. Real estate speculators usually wanted, not 
a short-term loan, but a long-term loan. Speculators in stocks might be 
satisfied with a short-term loan, secured by their stocks offered as col- 
lateral, but in case of a crash on the market, they might be unable to 
pay, and their stocks might be worth less than the face value of the loan. 
As for the spendthrift loans, people who live beyond their means are 
notoriously poor pay, and the bank would be certain to lose a substan- 
tial part of the money lent to such persons. Victims of misfortune 
should be accorded a hearing, and accommodated in some cases, but, 
after all, they are cases for charity rather than proper persons to whom 
to lend money held in trust by the bank, in effect, for its depositors. 
Loans for expansion of plant and equipment might be used to good ad- 
vantage by business men, but would not provide the borrowers with the 
means to repay them within a few months. Such loans would normally 
have to be carried for years, and could not properly be made in large 
amounts by a commercial bank. 

But with the loans to retailers the case was different. If a retailer 
borrowed $1000 from the bank for sixty days, he might with this sum 
purchase additional shoes, hardware, or groceries, and before the loan 
matured sell these goods for considerably more than the amount of the 
loan, and thus out of the proceeds of his sale repay the bank. The nor- 
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mal spread between wholesale and retail prices would ordinanly assure 
the bank that the retailer would not suffer a loss on the transaction 
which might make it impossible for him to repay the bank with the 
money taken in on his sales. Naturally, the bank would want to know 
a good deal about the degree of success with which the retailer had been 
operating in the past and be assured of his honesty. A retailer is not a 
good bank risk merely by virtue of being a retailer. 

Similar considerations held, the cashier believed, for loans to manu- 
facturers for the purchase of raw materials and meeting of pajToIls. 
Normallj’- the time which elapses between the purchase of a batch of 
raw materials and the sale of the product made therefrom is short — in 
some cases a few days, in some a few wcclcs, and in others a few months, 
but rarely is it a 3 'ear or longer. The value of the product will normally 
be considerably in excess of the cost of the raw materials plus the amount 
of the pa 3 ’’rolls, and hence the proceeds of the sales may ordinaiily be 
expected to be ample to repay the bank loan. As in the case of the 
retailer, so in the case of the manufacturer, the bank would Heed to 
know a great deal about the borrower’s character and business. 

With these considerations in mind, the cashier of the Bank of Center- 
\'illc made comparatively few loans to others than retaileis and manu- 
facturers who had demonstrated by their past record some measure of 
business ability and capacit 3 ’' to pay their debts. Consider now how 
§30,000 of such loans granted for sixty days at the rate of 6 per cent a 
3 ''ear affected the financial statement of the banlc, and the business inter- 
ests of the borrowers. 

The customary procedure in advancing bank loans in the United 
States is for the borrower to give to the bank his promissory note for 
the amount of the loan. In some cases the note is signed only by the 
borrower, and is accepted by the bank mthout any other security or col- 
lateral, so that the bank has merely an unsecured promise of the borrower 
to pay the sum due. If the bank is not satisfied with such an unsecured 
promise to pay, it may demand that a second party of good financial 
standing in the community endorse the note, and thereby make himself 
liable for pa 3 mient if the debtor defaults, or it may require the bon'ower 
to deposit with it as a pledge of payment suitable collateral, such as 
stocks or bonds. Such collateral the bank may sell if the borrower is 
unwilling or unable to pay when his loan is due, returning to the latter 
any sum left over after settlement of its own claim. In some cases the 
bank may also take a mortgage on the borrower’s real estate or other 
property, even though the loan has not been made for the purpose of 
buying such property. Usually the promissory note is not made payable 
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cent a year. Since most bank loans are for short terms at moderate 
rates, the matter of the discount versus the straight loan is of no great 
importance. 


7. Loans hLvnn in the Fokm of Deposits Subject to Check 


A matter of much greater importance in banking than the difference 
between a discount and a straight loan is the form in which the borrower 
receives his loan. Conceivably a bank may advance to the customer 
the proceeds of his discounted note in cash, and some loans are made in 
this way. But more frequently the bori'owcr receives from the bank no 
cash at once, but is merely credited on its books with a demand deposit 
to the amount of the discounted value of the note. This method of 
making the loan offers advantages, not only to the bank, which thus 
avoids the necessity of paying out at once that much cash, but also to 
the borrower, and this is the reason why most bank loans are made in 
this way. Discussion of these advantages may be postponed while we 
pause to note that a bank's deposits maj' result in part from the maldng 
of loans, and that not all deposits are the result of cash and checks on 
other banks brought into the bank to be credited to the customers' ac- 
counts. At this point it will be convenient to draw up a third statement 
of the Bank of Centerville for the purpose of showing the effect of the 
loan operations just described upon its condition. 


Bank or CENTnmuLLE 


(Statement No. 3) 


Resources 


Cash S95,000 

Furniture and fixtures 10,000 

Checks on other banks 40,000 

Loans and discounts 30,000 


Total §175,000 


lAabililics 


Capital slock 8100,000 

Deposits 74,700 

Undivided profit 300 


§175,000 


For the convenience of the reader in following the development, in 
these various statements of the Bank of Centerville the items are ar- 
ranged "in order of the time in which they are presumed to originate. 
On the asset side the first three items remain unchanged, and a new item, 
called “Loans and discoimts,” appears, to the amount of 830,000. 
Strictly spealdng, all the transactions covered by that item are pre- 
sumed to have been discounts, but “Loans and discounts” is the term 
most commonly found in bank statements. The most significant point 
to note in respect to the bank's resources is that cash has not been re- 
duced even though $30,000 in loans have been made, the explanation 
for this having already been given — namely, that the loans were ad- 
vanced in the form of deposits subject to check. 
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convenient to make payments with bank checks than with cash, and a 
bank deposit against which checks may be drawn is, therefore, more de- 
sirable than cash. It is perhaps hardly necessary, but it will do no harm, 
to enumerate some of the advantages gained by the use of checks. It is 
more convenient and safer to carry a check-book about in one’s pocket 
than to carry a large sum of money. A check can be written out for any 
desired combination of dollars and cents, and this saves time and trouble 
in counting and adding. To pay in cash $1398.89, for example, requires 
the handling of many pieces of money, and even if the payer can quickly 
select the most simple combination of paper bills and coins to effect the 
purpose, the counting and adding up of all these pieces will probably 
involve more time than is required to write out a check for the full 
amount. Moreover, there is always the possibility of making a mistake 
in' adding, and the payee, who may be slow-witted, must be allowed 
sufficient time to go through the process of counting the whole sum over 
to satisfy himself that no mistake has been made to his detriment. 
Again, if the payer gives the payee a large bill from which the amount 
due is to be deducted, and the process of adding or subtracting and 
checking up is reversed, there is the danger, too often present, of being 
“short-changed.” In making payments to distant points, it is much 
more convenient and economical merely to send a personal check through 
the maU than to ship money or to buy a post-office or express money 
order. Finally, payment by check represents a simple method of retain- 
ing a written record of all payments made. If the check-user will always 
make a notation of the purpose for which the check was paid, in the 
space conveniently provided, and will then file for permanent reference 
his cancelled checks when they are returned to him by the bank, he will 
not only have a handy method of recording his itemized expenses, but 
he wiU have proof that all pa 3 mients which he has made have actually 
been made to the party designated on the check. This proof consists 
of the signature of the payee, which he must usually place on the back 
of the check — a process called endorsing — when he presents the check 
for payment or credit at his own bank or elsewhere. 

So widely have these various advantages of payment by check been 
recognized in the United States that for the most part cash is used only 
in small retail transactions and in meeting payrolls of worldngmen who 
have no bank accounts and do not care to be bothered with cashing pay 
checks. Numerous robberies and murders could be prevented if these 
workingmen could be persuaded to open bank accounts and participate 
in the use of checks. 

As already indicated, the making of loans in the form of deposits 
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subject to check instead of in the form of cash holds advantages for 
the banks as well as for the borrowers, but discussion of these advantages 
must temporarily be postponed. Provisionally it may be stated that 
the apparent advantage of this method of making loans is the obvious 
fact that the bank thus avoids the necessity of the immediate payment 
of cash; but superficial appearances here are deceptive and detailed 
discussion of this point will uncover complications not always suspected 
by the layman and not even by the bankers themselves. This remark 
will be substantiated in due course. In the meantime let us follow some- 
what further the fortunes of the Bank of Centerville. 


8. The Bank op Centerville Grown up 

We may examine next a statement of the Bank of Centerville showing 
the bank as a full-fledged banking institution, and containing a large 
part of the items commonly found in the reports of small banks. 


Bank op Centerville 
(Statement No. 4) 


Resources 

Loans and discoxmts 8805,000 

Real estote loans 70,000 

United States bonds 40,000 

Corporation bonds 75,000 

Furniture and fixtures 10,000 

Checks on other banks 22,000 

Due from other banks 25,000 

Cash on hand 100,000 

Total §1,147,000 


Capital stock §100,000 

Surplus 50,000 

Undivided profit , . . . 10,000 

Demand deposits 800,000 

Time deposits 170,000 

Due to other banks 15,000 

Certified checks 2,000 

§1,147,000 


In this statement appear various items not met with before which 
require a few words of e.xplanation. “Real estate loans,” the first new 
item on the Resources side, represent long-term loans and must be 
sharply distinguished from the short-term loans and discounts. The 
next two items, “United States bonds” and “Corporation bonds,” 
represent investments of the bank as distinguished from its loans and 
discounts. IVliile the distinction betw'een loans and investments is 
commonly observed in bank statements and in discussions of banking 
operations, one should not lose sight of the fact that the difference be- 
tween the two is not so distinct as one might imagine. After all, a 
bank which has “invested” in a government bond has either directly 
or indirectly extended a loan to the Government, and so long as it owns 
the bond the Government owes it the face value of the bond and pays 
interest on this debt. Similar considerations hold for corporation bonds. 
Again, when a bank discounts a customer’s promissory note for sixty 
days, it may quite truly be said to be investing in a promissory note. 
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Wlicther the bank is buying a bond or discounting a note, it is paying 
today a smaller number of dollars for a somewhat larger number of 
dollars to be delivered to it in the future, and in that respect the two 
classes of operations ate identical. 

There are, however, important differences between the ordinarj' bank 
discount and a bank’s investment in a government bond. Tlic dis- 
count represents a short-term loan, and the note will ordinaril3’^ be lield 
by the bank until it matures, and there is a close personal relation be- 
tween the borrower and the bank. The bond may or may not represent 
a long-term investment, and it may or maj’- not be held to maturiiy. 
There is no close personal relation between the bank and the Govern- 
ment or the previous investor from whom it has bought the bond, and 
no feeling of obligation to hold the bond until it matures. The bond may 
be sold at the market price anj’’ day the bank desires, and its cash value 
thus realized. The short-term promissory note will not fluctuate in 
value in such a way that the fluctuation needs to be taken into account 
by the bank, unless the loan turns out to be bad and is not paid when due. 
Long-term bonds may fluctuate in value, not onlj' when doubt arises 
as to their payment at maturity, but also when the current rate of inter- 
est rises above or falls below the coupon rate of the bond. Such 
fluctuations in the value of a bank’s assets arc undesirable, and for tliis 
reason, if for no other, short-term discounts are to be preferred by a 
conservatively managed bank to long-term bonds. On the other hand, 
good government or corporation bonds represent a better investment 
for a banlc than such long-term loans as are represented by real estate 
mortgages, since good bonds, while they may fluctuate in value, always 
have a ready market and can be converted into cash on short notice, 
whereas real estate mortgage loans cannot so readily be converted into 
cash before maturity. 

The item “ Checks on other banks,” although it has appeared before, 
requires a few more words of explanation. Chcclcs on other banks may 
represent either checlcs drawn against banl'wS in Centerville or against 
out-of-town banks. It is customary for checks drawn against banks in 
the same city to be stated separately from other checks and to be labeled 
"Exchange for clearing-house,” and for other checks to be placed under 
some other heading, such as "Checks on out-of-town banks,” or "Checks 
on other banlcs.” 

While checlis drawn against other banks represent sums due from 
other banks, the term "Due from other banks,” is commonly used to 
cover only sums due from other banks for other reasons. A bank, for 
example, may have deposited funds with another bank at interest. 
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small banks commonly so depositing part of their “cash reserve." As 
we shall see later, all member banks of our present Federal Reserve 
System are requiied by law to deposit all their legally required reserve 
with their respective federal reserve banks. Banks also commonly 
maintain deposits in banks in other cities in order to have the right to 
draw against such banks, checks called “bank drafts,” which their 
customers sometimes require in making payments in distant cities 
under conditions such that a personal check will not be accepted readily. 
On both of these points it mil be ncccssar 3 '^ to say more later, but enough 
has been said here to indicate the general nature of the item called 
“Due from other banks.” "V^Tiat has just been said about the item 
“Due from other banks” applies in the same general way to the corre- 
spondmg item on the liability side called “Due io other banks.” For a 
small bank this item may represent the sum of certain checks drawn on 
other banks in its section of the country, wliich it has collected for the 
account of banks in other parts of the country which have sent the checks 
to it for that purpose. Banks wliich have such accounts and relations 
with one another are called “correspondent banks.” 

The surplus of a bank is ordinarily understood to represent net 
earnings, or profits, which it has set aside from the amount to be paid out 
in dividends on the stock, and which it has invested more or less per- 
manently in the business, the same as the original capital invested by the 
stockholders. Capital and surplus from one point of view may, there- 
fore, be lumped together as a single item in the bank statement, as 
representing the total investment of the stockholders. But from another 
point of view it is desirable that they be stated separately, since the 
relative amount of the surplus indicates the degree of prosperity the 
bank has enjoyed in the past, and tends to throw some light on its 
soundness and efficiency, Stockliolders, recognizing that a large sur- 
plus maj' be understood to indicate good management, sometimes toko 
advantage of that fact by paying into the bank more than the stated 
par value of the stock when the banlr is organized, and thus start the 
new bank out with a substantial, but unearned, surplus. Another 
reason for calling “surplus” part of the sum origmallj' paid in by stock- 
holders, which would more properly be called “capital,” is that under 
our banldng laws the double liabihty of stockholders applies only to 
capital and not to surplus. 

In Statement No. 4, on page 238, deposits have been divided into two 
classes, “ demand deposits” and “time deposits.” A strictly commercial 
bank, making its main business the discounting of short-term promis- 
sory notes, should ordmarily have no time deposits, on which interest 
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is commonly paid. But if a bank desires to make long-term loans or 
invest in corporation bonds, it will find it desirable to have time de- 
posits as well as demand deposits. Time deposits, as the term implies, 
are deposits which may not bo withdrawn without previous notice, 
and the bank need, therefore, not be so scrupulous in maintaining the 
corresponding resources in a strictly liquid condition as in the case of the 
assets offsetting demand deposits which may be withdrawn without 
notice. 

The small item, “Certified checks,” represents the sum of the checks 
drawn against the bank, but not yet presented to it for payment, which 
have been certified by the bank. A check is certified when the teller 
or other official of the bank has signed his name on it and stamped it 
“certified.” This procedure guarantees payment of the check when 
presented, because the banlc at once sets aside an amount from the 
customer’s account for the special purpose of meeting payment on the 
certified check. The item of deposits is reduced, of course, at the time 
the check is certified, by the amount of the check. If, for e.\'ample, 
the Bank of Centerville had not certified S2000 in checks, as shown in 
Statement No. 4, demand deposits would presumably have remained 
§2000 larger. A certified check is often used where otherwise a bank 
draft would be required. 


9. hlAINTAINING Soi/VENCV 

Having now noted the various items of Statement No. 4 individually, 
let us examine them in the aggregate, and observe whether or not the 
figures indicate that the bank is in such a condition that it could pre- 
sumably meet all demands for cash that would be likely to be made 
upon it. If the assets of the bank are of such a nature that it could not 
readily meet all demands for cash which might reasonably be expected 
to materialize, then it has been mismanaged and will probably fail 
sooner or later. 

Begin with an inspection of the liabilities. Capital and surplus 
represent sums which need not be paid so long as the bank continues 
in business. Undivided profits need not be distributed unless the direct- 
ors choose to declare dividends. Here, then, are §160,000 of liabilities 
that need cause the bank no inamediate concern. But when we come to 
the large item of “Demand deposits,” we have §800,000 of liabilities 
which the bank must be able to meet with cash on demand. We can 
say at once, with respect to this item, that if the depositors all demanded 
to be paid simultaneously the banlc would be ruined. It could not with 
the assets listed meet such demands. But it is not a reasonable sup- 
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possibly 10 per cent of $170,000 of time deposits, or $17,000, with, let us 
say, $5000 of the sum due to other banks, and, of course, the $2000 
specially set aside to meet payment on certified checks. Total, $104,000. 

The bank has in cash $100,000, and could readily raise the balance 
required by the sale of some of its bonds. It will get through this day 
very easily, provided only the cash can be realized on the bonds during 
the banking hours. But on the following days there will come by our 
assumption additional successive demands of not less than $40,000 from 
demand depositors plus some demands from time depositors. Whence 
will come the cash to meet these demands? The bank must not only 
be able to meet these demands, but also build up again its $100,000 or so 
of cash reserve in order to be in a position to meet again on some other 
day unusually heavy payments. 

If the bank sold all its government and corporation bonds and col- 
lected all sums due from other banks, it would raise only $140,000, or 
less than the amount required for four days. Its real estate loans 
would be practically useless as a source of ready funds. For the real 
source of funds we must look to the loans and discounts and the inflow 
of deposits. The banlc has short-term loans and discounts amounting 
to $805,000. Such loans and discounts should normally run from 
fifteen days to six months. Assume that in this case the average dura- 
tion of the loans is fifty banldng days, and that they have been carefully 
distributed as to date of maturity so that one fiftieth of them, or about 
$16,000, fall due each banking day. On or before the date of maturity 
the borrowers would have to deposit in the bank either this much cash 
or checks on other banlis or other cash items, so that these repayments 
alone would provide the bank with two fifths of the amount assumed to 
be paid out daily. The other $24,000 it might receive in the form of 
deposits other than those made by borrowers for the purpose of paying 
off loans, such as deposits by salaried and professional men, checks 
drawn on other banks and deposited in this bank by local business men 
in the course of their daily business, and in the form of interest on its 
investments in bonds and real estate mortgages. 

The foregoing discussion has shown the close relation existing be- 
tween loans to retailers and deposits, which grow in large part out of 
such loans, and also the importance of such loans in providing the bank 
with the means of meeting payments on checks drawn against it. 
Additional light may be thrown on these relations by the following 
example : 

Brown, a retailer, has a deposit of $300 with the Bank of Centerville, 
and wants to buy $1000 worth of goods to replenish his shelves. He 
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and surplus and deposits, therefore, bears watching, but even if the 
capital and surplus is relatively great, it wiU not guarantee depositors 
against loss when the banlc fails if a very large proportion of its loans 
and investments prove to be bad and worth perhaps only twenty-five to 
fifty per cent of their stated value. 

10. SoCKCES OP THE BaNK’s InCOMB 

Statement No. 4 of the Bank of Centerville indicates pretty clearly 
the sources of the banlc’s income and the probable amount thereof, 
except for such income as the bank may derive from fees charged to its 
customers for miscellaneous services performed, such as exchange 
charges, to be discussed later. 

Assuming that the items shown in the statement on page 238 repre- 
sent average amounts of loans and discounts and investments held 
during the year, and that the rate of discount was 6 per cent, the yield 
on the government bonds, 4 per cent, the yield on corporation bonds, 
5 per cent, and the yield on real estate loans, 7 per cent, and that no 
interest was received on the amount due from other banks, the loan 
and investment income of the bank would have been as follows: 


lietn Income 

Loans and discounts $48,300 

Government bonds 1,600 

Corporation bonds 3,750 

Real estate loans 4,900 


Total $58,550 


Assuming that the bank had other incomes amounting to $5000, and 
that its total operating expenses amounted to $25,000, we arrive at net 
earnings of $38,550 available for dividends on stock or to be added to 
surplus. This represents 38.55 per cent on the original investment of 
$100,000 by the stocldiolders, or 25.7 per cent on stated capital and sur- 
plus, a rather handsome showing. Presumably the stock of the bank 
should have a market value of $300, or more, since at $300 a share the 
earnings would represent 12.8 per cent of the market price. 

Although the yield is large on the capital and surplus, or the invest- 
ment of the stockholders, it is very moderate on the total assets of the 
bank, the net income amounting to less than 3.4 per cent of total assets, 
and the total income from loans and investments amounting to only 
about 5 per cent of total assets. The average yield is cut down by the 
substantial items which yield no income, and by the low yield on the 
bonds. By pursuing a less conservative policy the bank could have 
substantially increased its gross and net income. It could, in other 
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words, have sacrificed safety for profits. This brings us naturally to a 
discussion of that index of banking safety called the “reserve ratio.” 

11. The Reserve R.\tjo 

The reserve ratio of a commercial bank, as it is commonly understood, 
is the ratio to the bank’s deposits of the cash on hand plus the amount on 
deposit vith other banks. If, for example, a bank has cash on hand and 
deposits in other banks amounting to $125,000, and its own deposit 
liabilities total $1,000,000, its reserve ratio is 1 to 8, or, expressed as a 
percentage, as is the custom, 12.5 per cent. The importance of the 
reserve ratio lies in this: it indicates the degree of probability that the 
bank will be able to meet promptty all demands for cash that are likely 
to be made upon it. Liabilities other than deposits arc less likely to 
result in a sudden demand for cash, and assets other than cash on hand 
and deposits in other banks may not become available in the form of cash 
quickly enough to meet an emergency. In some countries, including the 
United States, a minimum reserve ratio is fixed by law which the banks 
are compelled to maintain, having, of course, the privilege of keeping a 
reserve larger than the minimum required by law. Such a legally 
required mininrum reseri^e ratio may serve a purpose even more im- 
portant than compeUmg the banks to have on hand definite amounts of 
cash; it may, as we shall e.xplain later, prevent the banks from unduly 
expanding bank credit and thereby facilitating dangerous speculation. 

Whether or not the law requires a minimum reserve ratio, the banks 
in any given community at any given time find by experience that there 
tends to be a relation between the amount of their deposits and the 
demands made upon them for cash. If they want to be able to meet all 
demands for cash promptly, they must not let their reserves fall below 
a certain percentage of their deposits — this minirmim varying with 
time and place and with the banking habits and business conditions of 
their customers. It is fatal for a bank to be unable to meet demands 
for cash for a single hour. Even such a temporary inability to pay 
would so disturb confidence that depositors would soon come running 
from aU directions in a mad scramble to be the first to recover their 
money from a weak institution, and this would be likely to cause the 
failure of the bank even though it had been in sound condition before 
except for its temporary shortage of cash. 

These remarks concerning the significance of the reserve ratio raise 
at once a number of questions. Should all classes of deposits be treated 
alike in determining the reserve ratio? What items in a bank statement 
■ .. be included imder the general head of deposits? Are there 
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other assets besides cash on hand and deposits in other banks which may 
quickly be turned into cash and used as reserve? In respect to the first 
question: a larger reserve should properly be carried against demand 
deposits than against time deposits, provided the time deposits are 
really of such a nature that they may not be withdrawn upon demand 
without previous notice. In addition to demand and time deposits, 
total deposits against which reserve should be kept may include sums 
due to other banks, and any other item found in a bank statement which 
actually represents deposits, although not so called in the statement. 

In respect to reserves, the item “Checks on other banks” might be 
added to cash and deposits in other banks to find a given bank’s total 
reserve. But if this were done for all the banks in a country, it would 
result in an overstatement of reserves, for the reason that we should be 
counting as reserves both the checks held by the banlcs on other banks 
and the cash on hand of the other banks out of which the checks must 
be paid. Similarly an overstatement of the aggregate cash reserves of 
all the banks will result from counting the item ‘‘Due from other banks” 
as reserve without offsetting it in each case by the item “Due to other 
banks.” For example. Bank A might have on hand cash to the amount 
of 810,000 representing the sum “due to” Bank B. It might count this 
810,000 as part of its cash reserve, w'hile Bank B counted the same sum as 
part of its reserve under the head of “Due from other banks.” On 
these matters more will be said when we discuss our actual banking 
system in the United States in later chapters. Meanwhile, let us con- 
sider the question of the availability of other assets as reserve. 

"When we examine the assets listed in Statement No. 4, on page 238, 
we may readily conclude that the 840,000 of government bonds as well 
as the $75,000 of corporation bonds, if they are sound and have a market 
value equal to their stated value, represent resources which can be about 
as quickly converted into cash on hand as the siuns due from other banks, 
and in fact, in some cases, more readily. Such assets are referred to as 
secondary reserves, and are likely to be as useful in meeting cash de- 
mands on the bank as cash itself, provided only that the bank is given 
a day or two, or in some cases an hour or two, to sell them, and provided, 
too, .that it can find a buyer able and willing to pay cash for the bonds to 
the amount of their stated value. But, as we shall see later, there come 
times when buyers may not be found, and the so-called secondary re- 
serves turn out to be no reserves at all. 

Consider next how any attempt on the part of the bank to increase its 
income would tend to reduce its reserve ratio or otherwise weaken its 
position. It could expand its income either by substituting high-yield 
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investments- without reducing its cash reserve ratio unless it simul- 
taneously and from sources not directly related to these operations ob- 
tains an increase in cash or cash items. 

' It may be concluded from the foregoing discussion that the test of 
good bank management is the ability to maintain a condition of un- 
questioned solvency while at the same time building up a profitable 
business for the stockliolders. To be overcautious destroys the chance 
of good earnings; to be too grasping and reckless means disastrous 
failure, dragging down to ruin perhaps not only the stockholders, but 
also the depositors and even the debtors, who may be forced to pay at 
inconvenient times when the bank winds up its affairs in receivership. 

12. Banknotes 

The Bank of Centerville, which is assumed to be a state bank, could 
not profitably issue bank notes because bank notes issued by state 
banks in the United States are subject to a tax of ten per cent, for reasons 
which need not now be considered. Nevertheless, a chapter on the 
general nature of commercial banking remains incomplete unless some 
attention is paid to the function of bank-note issue, since at one time our 
state banks did issue bank notes, even ad nauseam, and our national 
banks issue them today. 

Since bank notes circulate as money and since an 3 d,hing that circulates 
as money tends to have a glamour of romance surrounding it which 
tends to conceal its real nature from the general run of men, it is well to 
emphasize the fact that a banlt note is merely a promissory note of a 
banking corporation, much like the promissory note that an individual 
borrower gives to the banlc when obtaining a loan, but with some im- 
portant differences. Bank notes represent promises of the banks that 
issue them to pay to the bearer upon demand the face value of the notes 
in coin or government paper money. They are usually carefully en- 
graved upon specially prepared paper and diflScult to counterfeit suc- 
cessfully. They are ordinarily made payable or redeemable at the 
counter of the bank that issues them and at one or more other desig- 
nated places. So long as they remain redeemable at their face value, 
they circulate as readily as any other kind of money and comparatively 
few people observe the difference between them and government paper 
money. Like other paper money they are printed in even denomina- 
tions, such as S5, §10, or §100, and in common speech, are called “bills.” 

While from the point of view of the public, bank notes are very much 
like government paper money, from the point of view of the bank that 
issues them, they are more like bank deposits subject to check. Like 
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this interest, of course, not being derived directly from the notes, but 
from the funds which it may lend pending ultimate redemption of the 
notes. 

It should be added that, while this appears to open up a royal road 
to riches for note-issuing banks, the process is not likely to be extremely 
profitable if the banks are soundly managed and honestly.redeem their 
notes in the end. For one thing, the various banks are in effect compet- 
ing with one another in suppl3nng the public with currency, and it is to 
the interest of each bank to send back to the issuing bank any notes 
that fall into its hands in the natural course of business. By so doing 
it not only replenishes its own real cash supply, but also removes from 
circulation temporarily some of the notes of its rivals and makes more 
room for its own. If all the banks engage in this practice of sending one 
another’s notes home for redemption, each must, as a matter of pre- 
caution, maintain comfortable cash reserves for redemption. This re- 
duces the cash reserves it holds specifically against deposits, and re- 
duces, therefore, the amount of loans it may make in the form of 
deposits subject to check. Moreover, it tends to reduce the time during 
which its notes remain outstanding to a period little if any longer than 
the time that elapses between the granting of a loan in the form of a 
deposit subject to check and the time when the borrower exhausts this 
deposit by drawing checks against it. 

Experience — at least in the United States — has shown that when 
banks are given the privilege of issuing notes with no restrictions, or 
without adequate government supervision and control, many banks 
tend to issue great quantities of notes without making sufficient pro- 
vision for redemption, employing many questionable devices to get 
the notes far from home and maintain them in circulation, in a desperate 
effort to keep them from being presented for redemption. As a result 
of such conditions, many evils developed which will be considered in 
later chapters. As a result of abuses arising from such note issues, 
bank-note issue in this country and elsewhere is now for the most part 
closely regulated and subject to such restrictions and burdens that it is 
not a particularly profitable activity for the average bank. 

In this chapter the nature of banking operations has been considered 
primarily from the point of view of the individual bank, and considera- 
tion of questions dealing with the operation of a system of banks has 
been avoided so far as possible. In the following chapter more attention 
will be paid to relations existing among the various banks of a system of 
banks, and the discussion will grow somewhat more complicated. 
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To begin with, let it bo assumed that in the cit}' of Centerville there 
is n commercial bank, hereafter referred to ns Bank A, which has 8200,000 
in cash, derived from just two sources, namely, 8100,000 from its stock- 
holders and 8100,000 from depositors, who have made cash deposits to 
that amount. For the purposes of our illustration it \vill bo assumed 
that the bank has no other assets or liabilities, and operating expenses 
will be disregarded. Likewise discounts on loans to bo made will bo 
disregarded, and the bank will be assumed to make only loans and no 
investments. Capital stock remaining the same, there will be no changes 
in the financial statements of the bank except changes in cash, loans, 
and deposits, and our attention can be concentrated on the relations 
existing between these tlircc items. 

Bank A 

(Slftlcmcnt No. 1) 

Ciwh $200,000 I Capital stock $100,000 

Loans 0 | Deposits 100,000 

In Statement No. 1, Bank A is shown to have .8200,000 in cash and 
8100,000 in deposits. It has a reserve ratio of 200 per cent. K 10 per 
cent is considered a safe minimum reserve ratio, the bank is in a position 
to lend safely in cash 8190,000. Its condition will then bo as shown in 
Statement No. 2. 

Bank A 

(Statement No. 2) 

Cash $10,000 I Capital Block $100,000 

Loans 190,000 | Deposits 100,000 

With cash amounting to only 810,000, or 10 per cent of its 8100,000 in 
deposits, it could make no more loans in cash without reducing its 
ratio below 10 per cent until it received more cash from its stockholders, 
depositors, or debtors. The bank would be, in fact, temporarily 
"loaned up.” 

Up to this point wo seem not to have entered the field of controversy. 
Everyone would agree that the limit of loan expansion had been reached 
under the conditions here assumed. Arithmetic would admit of no other 
conclusion. But banics also grant loans in the form of deposits subject 
to check, and it is in connection with such loans that some differences 
of opinion have arisen on the subject of the limits of loan expansion. The 
nature of the controversy can best be explained by stating baldly two 
extreme points of view — more extreme, perhaps, than the actual views 
of writers who have crossed penpoints in this misunderstanding, to use 
a mild expression for the failure to see eye to eye in this problem. 
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If tho borrowers have paid the checks drawn against their own ac- 
counts to customers of other banks, they will bo promptly deposited by 
these customers in their respective banks which will quickly present 
them directly or indirectly to Bank A for payment, and payment to 
these other banks must bo made in cash unless Banlc A happens to hold 
sufficient checks drawn against the various other banks to offset them, 
in which case the two sets of checks or claims could be used mutually 
to cancel one another. If Bank A must meet pajntnent on these checks 
in cash, it might just as well have paid out cash in the first place — the 
use of deposits has merely temporarily postponed the necessity of 
making cash payment. 

All this reasoning points to a single conclusion: Bank A is likely in all 
cases except one to be called upon to meet cash payment in rather short 
order on checks amounting to a large percentage of the total amount of 
new loans granted in the form of deposits subject to check, and may have 
to make payment, in fact, on the total amount. Only to the e.xtent that 
it accumulates checks against other banks in substantial amounts, 
which it can use to cancel claims against it represented by checks 
originating from those loans and presented by other banks, can it long 
avoid paying out practically in full the loan-created deposits. This 
being true, it is absurd to contend that Banlc A can safely expand loans 
in the form of deposits subject to check to $1,900,000, or to ten times the 
amount it could lend in cash, simply because it would temporarily still 
have a cash reserve of 10 per cent against deposits. Any attempt to 
expand loans much beyond the amount of $190,000 would speedily 
reduce its cash reserve below tho minimum and perhaps wipe it out 
altogether. 

If there is no flaw in the reasoning supporting the second ex-treme 
point of view, then the argument has demolished completely the case 
of those who support the first extreme point of view. There is, however, 
one weak link in the otherwise strong chain of reasoning just presented — 
is it not possible that Bank A will gain possession of enough checks on 
other ba^s or enough cash deposits to meet all claims against it, even 
though it does expand radically its loans in the form of deposits subject 
to check? This will bear looking into. 

3. Cleabing and Collecting Checks — A SixreLiPiED Case 

Exploring the possibilities of Bank A’s capacity to meet demands for 
payment of checks presented by other banks to it for payment, by 
counterclaims of the same sort against other banits, requires as a pre- 
liminary a discussion of the essential processes of clearing and collecting 
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by each of the four banlcs. Should the number of banks in a city be 
larger, 50, for example, a very large number of messengers would be re- 
quired. Fifty times 49 is 2450. This method involves not only a great 
deal of running to and fro, but also a not inconsiderable element of dan- 
ger with so many bundles of bills and bags of coin being carried through 
the streets, along routes and at times well Icnown to the city gunmen. 
The number of messengers required could be halved, and the amount of 
money carried through the streets reduced even more if the banks would 
determine by telephone how much each owed to each of the others, and 
messengers were then sent out by each bank only to collect the c-xcess 
due to it, if any, from the other banks. Obviously, if there were a bal- 
ance due to A from B, there would not be a balance due to B from A, and 
only one messenger would need to be sent instead of two. But even then 
the number of messengers required would be large in a city having a 
considerable number of banks, although with only four banks, as in 
Centerville, only six would be required. 

Consider now how the operation of a clearing-house would simplify 
the process of clearing. In a large city with many banks the clearing- 
house might be an imposing structure erected especially for the purpose 
of clearing and collecting checks, but in a small city with only a few 
banks, as in Centerville, the clearing-house need be that in name only, 
and be in actuality only a back room in one of the banks where the 
representatives of the few banks could meet once a day to carry through 
the process of clearing and collecting. In a large clearing-house there 
would be needed a special clerical force and a manager. In a small 
clearing organization, no special staff other than the regular clerical 
force of the banks would be required. But the process of clearing and 
collecting would be essentially the same in all cases. 

Every day each bank in the clearing-house association sorts out in 
bundles the checlcs drawn on the other banks which it has received from 
depositors during the course of the day's business. Bank A, for ex- 
ample, makes up three bundles of checks drawn on banks B, O, and D, 
respectively, "rhe total amount represented by the checks in each 
bundle is calculated, and at the hour set for clearing, a messenger is 
dispatched to the clearing-house with the three sets of bundles. When 
the four messengers from the four banks, A, B, C, and D, respectively, 
arrive at the clearing-house, each with his three bundles of checks, the 
stage is set for the process of clearing and collection. This process can 
be most conveniently explained with the aid of Table Hi 

In Table II are found the figures representing the amounts of each 
of the twelve bundles of checks brought to the clearing-house by the 
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Amount due to or from banks 

A 

B 

C 

D 

All banka 

Amount due to the clearing-house 

82 

09 

65 

54 

270 

Amount due from the clearing-house. . . 

GO 

CS 

72 

70 

270 

Balance due to the clearing-house 

22 

1 



23 

Balance due from the clearing-house. . . - 



7 

16 

23 
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nvailable. Srrondly, thrrc will Im' coiisidprod Ihe limits of loan expan- 
sion when loan*: may he made both in the fonn of cash and in the form 
of deposit? stibject to check l)ec.'uise the people are accustomed to the 
use of checks, but not by means of bank notes booaupc the banks do not 
have the note-issue privilcRe. Thirdly, there will be considered the 
limits of expansion whoji banks do have the note-issue pri\niepe and can 
make loans in any one of three wuj-s — in cash, in deposit credit, and 
in bank notes of tbeir own issue. 

Our bankint; .sy.stem will lie a.ssumcd to consist of the four hanks of 
Ccntcr%-ille, A, 11, C', and D, and nritlier the banks nor tlic rest of tlic 
community will Ir' as.'nme<l to have any financial connections with the 
rest of the world. .As before, openitinp; cx{K*nses of the bank,?, dis- 
counts on loan.*-’, and other cornplicatinir factors will be disregarded, so 
that our attention may Ik‘ centered without dislraetion on the three 
essential factors of our protilem — ra*:h, loans, and deposits — in their 
relation to one another. One more highly artificial condition will be 
a.ssumcd bccavLcc it will greatly sinijilify discus-sion, and that is that all 
four of the bank.s Ixigin ivith exaetly the same amounl.s of casli, loans, 
capital stock, and depo'-its, and no other n.'^sets or liabilities. As 
before, 10 per cent will be assumed to he the minimum reserve ratio. 
The condition of the four banks will be as.suined to bo ns shown in tlie 
following statement : 

COXDITIOX OKTHK Ci;NTEUVJLl.E B.OJKS 
(Statement So. 1) 


Bank A 

CmIi 

$200,000 

0 

Cftpitnl FtoeV 

S 100.000 

Deport/* 

$100,000 

Bank B 

200,000 

0 

100,000 . 

100,000 

Bank C 

200,000 

0 

100,000 

lOO.OOfl 

Bank D 

200,000 

jO 

100,000 

100,000 

Total alt banks. 

$800,000 

0 

$100,000 

$100,000 


One further a.ssumption will be made, namely, that after these banks 
have been organized with .$100,000 in cash paid in by the stockholders, 
and another $100,000 in cash deposited by customers, not as checking 
accounts, but for safe-keeping until they find occa.sion to use it, there 
remains in circulation among the people, $2,400,000, an amount equal 
to throe times the amount of cash held by the banks. All these things 
being assumed to be true, how many loans can each of the banks make, 
provided all expand loans at the same rate and receive cash deposits 
at the same rate? Would the amount be only $190,000, or many times 



the IBirrS OE on pas® 

262 ^ ,,„jU the areument pr 

»' *“ *'’?? make no more loans nnld nor j2, 400,000 m ®h 

banks could make debtors. But Tequireuiente 

stockholders, depo ’ ^ gelation is enoug prices, and veloci y 

^Llvedthe same amor^then prompily k„ then ha 

d loans. ’’‘^eTcash deposits. “'‘?t deposits wi" ho* he 

„.ah in the hut its to” ““^reac^ hank tvould no« 

the same asm the The conditmn of e 

$190,000 greater tba ^0 

be as follows: . — :toi «tock 290,001 


JIU. 

SlOO.OO® 

sa I rn.T)ital stock , 290,000 

:1» 1 “-“■■■■■■•■■oot'to'osperc-*; 


1 “'f --^oenttoospercent. 

Loans have risen from 10 pe whether or 

'^^®^""L'X''umS''be\hle to had been made 

s?iSH=S-S=S;*5 

crant many new loa .^^opld again gecond batch of 

fhemoneypai^ ^e iimt hat* ” th^« oonld 60 

he tot “^pdd, and that the hitch of tons to 

'rSdtaWy iarther * cash rese"^™ “ So.OOO, 

hetoe,andtheeond.«o^ ( 

^ chapter iv. 


nans 1 _ — ^ ilTinChaptcr IV . 

'^^^r^^po-tkeToasoniaemO 

, This statement 13 0 



EXPANSION WITH CASH LOANS ONLY 


263 


If any part of the first batch of loans had meanwhile been repaid, the 
cash so received by the banlc could have been lent again — leaving in 
this respect both loans and deposits unchanged. 

The question might be raised, Would not some of the depositors 
during this interval have drawn out some cash from the banks to pay 
bills? The answer is yes in all probability, but the people whom they 
paid would have soon returned it to the banlcs — with a given volume 
of trade, a given price-level, and a given velocity of circulation, the 
extra money would be redundant and would return to the banks. If 
these loans should stimulate trade and cause a rise in prices, the result 
would be different, and this point will be considered a little later. Mean- 
while, assuming that the amount of money outstanding in circulation 
did not change, and that the amount of money in the banks tended to 
reniain constant, consider what really would be the limit of loan ex- 
pansion. 

If the average duration of the loans made under these conditions 
exceeded the time required for the cash representing the loans to be paid 
out into circulation and to return to the banks in the form of deposits 
ready to be paid out in loans once more, the loans and deposits would 
both tend to expand, and the limits of such expansion would be reached 
only when the deposits amounted to ten times the cash reserves. This 
would mean for our hypothetical banks, A, B, C, and D, when the loans 
of each had reached the figure of $1,900,000, and deposits $2,000,000. 
When this limit of loan and deposit expansion had been reached the 
condition of the banks of Centerville would be as indicated in Statement 
No. 2. 

Condition of tue CenterviliiB Banks 

(Statement No. 2) > 


Bank A 

Cnsli 

8200,000 

Loans 

81,900,000 

Capitol Stock 
$100,000 

DeposJto 

82,000,000 

Bank B 

200,000 

1,900,000 

100,000 

2,000,000 

Bank C 

200,000 

1,900,000 

100,000 

2,000,000 

Bank D 

Total all banks. . 

, 200,000 
8800,000 

1,900,000 

87,600,000 

100,000 

8400,000 

2,000,000 

88,000,000 


Total cash in circulation S2, 400, 000 

Bank notes in circulation 0 

Checks used 0 

Beservc ratio of the banks, 10 per cent 
(8800,000 divided by 88,000,000) 

Statement No. 2 of the Centerville banks represents what might 
seem to be a remarkable situation. Despite the fact that the total 
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there was not involved in this process any creation of additional cur- 
rencv there probably was involved some quickening in the circulation 
of nfo’ney Borrowers thereafter might more readily obtain loans and 
more promptly undertake contemplated business ventures. Und 
more promp nhvsical volume of trade might increase and 

priceTmiSt rSe- both of these developments would be possible with the 
Sr™ of circuMioo of money “^^ 0 ” 

of the benhs possible 

SrSnd So of .he cgani^tion of the benhs 

in Centerville and their expansion of loans and deposits on a cash basis, 

let us consider the possibilities of loan the 

banks modernize the banldng practice of Centejvme ^ 

device of bank checlcs and make loans in the form of deposits subject 

to check. 

5. Expansion with Loan-Created Deposits 
Let us start out afresh our four banks of CenteiwiUe, leaving aU 
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the position indicated in the statement on page 261 
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b“ X™ dmw =^1. U than *™ 0 » of these depots 
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to suspend cash payment. EiiKewise, nnvmpnts 

the amount of more than $200,000, and used them m pa^ente 

to other persons who presented the oheAs for payment 
the bank would be ruined. Again, it the checks found 
other banks and worn presented for payment through e 

and if Bank A had no counterclaims m the form of checU on other 
banks, it would be forced to admit inability to pay. 
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redundant, and the excess will flow into the banks, causing the cash 
reserves of the banks to rise. How far they will rise will depend upon 
the extent to which checks displace cash in circulation, and upon the 
effect on prices and the volume of trade of the new and additional 
currency, bank checks, a matter to be considered later. 

In tracing through the new development of a redundancy of cash in 
circulation resulting from the infusion of checks, let it be assumed as a 
starting-point that the turnover of bank deposits subject to check, or the 
rapidity of circulation of checks, is such that, compared with the 
velocity of circulation of money, one dollar in bank deposits subject to 
check does the same work in trade as one dollar in cash in circulation. 
Let it be assumed further that all bank deposits are made subject to 
check and that bank checks replace cash in such large measure that 
payment by check exceeds payment by cash at the ratio of 6 to 1. On 
the basis of these assumptions, cash would flow out of circulation into 
the banks, and cash reserves would rise. If, under all the assumed con- 
ditions, the banks then expanded loans to the maximum permitted by 
the increased cash reserves, loans and deposits might expand until the 
condition of the banks of Centerville would be as represented in State- 
ment No. 3. 

Condition of the Banks op Centerville 
(Statement No. 3) 


Bank A 

Cash 

S300,000 

Loans 

$2,800,000 

Capital Stock 
S100,000 

Deposita 
S3, 000, 000 

Bank B 

300,000 

2,800,000 

100,000 

3,000,000 

Bank C. . . . 

300,000 

2,800,000 

100,000 

3,000,000 

Bank D 

Total 

300,000 

$1,200,000 

2,800,000 

$11,200,000 

100,000 

$400,000 

3,000,000 

$12,000,000 


Changes from Statement No. 2: 

CaM reserves increase from $800,000 to $1,200,000. 

Loans, increase from $7,600,000 to $11,200,000. 

Deposits, increase from $8,000,000 to $12,000,000. 

Cash in circulation, decreases from $2,400,000 to $2,000,000. 

Eeserve ratio, remains 10 per cent. 

It should be observed that the e.xpansion of fifty per cent in loans and 
deposits of the Centerville bank was not made possible directly merely 
by the substitution of loans in the form of deposits subject to check 
for cash loans, but only by the inflow of cash into the banics as a result 
of the substitution of checks for cash in circulation. When a bank’s 
reserve ratio is down to the minimum, ns in Statement No. 2, it can no 
more make additional loans in the form of deposits subject to check than 
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The main advantage that would accrue to the people as a whole would 
be the convenient method of pajunent afforded by the use of checks 
instead of cash. 

There might be some argument concerning the "economy of gold" 
if gold had been the moncj' used in Ccntcrv'illo. But it should be ob- 
served that there was no econom 3 ' in gold at all. There was as much 
gold used in the monctar}’' sj-slem after the introduction of check 
paj'ment as before; although less was in circulation, more was locked 
up in l)ank reserves. The higher level of prices required the use, 
either as bank reserves or in active circulation, of all the gold formerly 
used. 

If, however, Centerville had not been, as assumed, a self-contained 
community from a monetary point of \aew, the rise in prices engendered 
by the growth of the chock habit would have caused an increase in 
imports and decrease in exports, and an unfavorable balance of trade 
udth the outside world which would have had to be settled with gold, 
just as was the case with Utopia when it began the use of government 
paper money. Hero an advantage for the people as a whole might have 
been gained. They would in effect have been substituting bank checks 
for gold, and exchanging the surplus gold for useful goods and services 
imported from outside the community. To the e.xtcnt that part of 
their gold had been exported, however, the maximum possible expan- 
sion in bank deposits subject to check would have been less, since the 
export of gold would have reduced the cash reserves of the banks. 

Let us, however, cease speculating on these various matters and pro- 
ceed at once to consider AA’hctherthc banks of Centerville, having reached 
the limits of loan expansion by the use of deposits created by loans and 
the bank check, can bring about still further expansion by resorting to 
the issue of bank notes. 

7 . Expansion by Means of Bank Notes 

The four banks of Centerville, as shown in Statement No. 3, have in 
the aggregate $1,200,000 in cash reserves, and $12,000,000 in deposits 
subject to check. The people have become accustomed to the use of 
checks to such an extent that the cash in circulation amounts to only 
§2,000,000, or one sixth the amount of bank deposits, but this ratio of 
1 to 6 seems to represent the minimum amount of cash required for the 
■proper conduct of business under the e.xisting conditions, cash being 
required mainly for retail trade transactions and meeting payrolls. 
Under those conditions further expansion would be impossible unless 
the total amount of money in the community increased. The banks 
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simple. Each day in the regular course of business the banks would be 
receiving deposits of cash and pa5ing out cash upon demand to depositors 
or holders of checks drawn against them. They would then need only 
mutually to agree to hold all gold or gold certificates received on de- 
posit, and to pay out in response to demands for cash only their own 
notes, except in those cases in which 'the customers demanded gold and 
refused to take bank notes. In a short time the banks would hold most 
of the gold and gold certificates and would have placed in circulation a 
corresponding amount of bank notes. 

Suppose the banks managed to carry through this process of substitu- 
tion of their own notes for the gold up to the point where only $600,000 
of the cash formerly in circulation remained in circulation, and all the 
rest of the $3,200,000 of cash in the banking community, or $2,600,000, 
had been corralled in their vaults as cash reserve. This amount of 
reserve would represent a 10 per cent reserve for liabilities in the form of 
deposits and notes combined of $26,000,000. If the former relation of 
1 to 6 between deposits subject to check and money in circulation, in- 
cluding bank notes as money in circulation, were to be preserved, it 
may bo calculated that the combined total of $26,000,000 in notes and 
deposits would need to be constituted of notes to the amount of $3,200,- 
000, all in circulation, and deposits to the amount of $22,800,000. 
Assuming that the deposits, notes, cash reserves, and loans were equally 
divided among the four banks, their condition would now be as given in 
Statement No. 4. 

Condition or the Banks or Centerville 


(Statemont No. 4) 

Cash Loans Capital Stock Deposits BankNoto 

Bank A SOrjO.OOO 55,950,000 5100,000 55,700,000 5800,000 

Banks 050,000 5,950,000 100,000 6,700,000 800,000 

Bank C 050,000 5,950,000 100,000 5,700,000 800,000 

BankD 050,000 5,950,000 100,000 5,700,000 800,000 


Total all banks 52,000,000 523,800,000 5400,000 522,800,000 53,200,000 


Changes from Statement No. 3; 

Cash reserves inrreased from 51,200,000 to 52,000,000. 

Loans increased from 511,200,000 to 523,800,000. 

Deposits increased from 512,000,000 to 522,800,000. 

Notes in circulation 53,200,000, as against none before. 

Reserve ratio unchanged at 10 per cent (now calculated os cash divided by de- 
posit and note liabilities combined). 

Cash in circulation, not including bank notes, declined from 52,000,000 to 5600,- 
000; including bank notes, it increased to 53,800,000, equal to one sixth 
the total deposits. 
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8. Bank Investment Expansion 

In the foregoing discussion of the limits of loan expansion, bank in- 
vestments, for the sake of convenience in exposition, were left out of 
consideration. The conclusions reached on the limits of bank-credit 
expansion would not have been materially different if investments as 
well as loans had been included in the hypothetical case, for the reason 
already pointed out, namely, that from some points of view a bank loan 
and a bank investment are quite similar. In respect to the position of 
the bank’s cash reserve, expansion of investments tends to lead to the 
same results as expansion in loans, except for the fact that invest- 
ments may turn out to be less liquid than loans and more difficult to 
turn into cash in case of emergency. If, for example, a bank buys a 
SlOOO bond from a customer and credits his account with that sum, it 
has increased its deposit liability in the same way as if it had advanced 
him a loan in the form of a deposit subject to check. Likewise, if it 
buys a bond for cash, the effect on the cash reserve is the same as that 
of a SlOOO cash loan; and if it pays for the bond in its own notes, the 
effect is the same as if it had made a loan in4he form of these notes. 
In short, expansion of investments has limits similar to the limits of 
loan expansion. The difference lies in the process of converting the 
investments into cash in time of need. 

9. Effect of Unequal Expansion of Cash Loans 

Up to this point the limits of loan expansion have been discussed on 
the basis of the assumption that all banks expanded loans and deposits 
with equal rapidity, and for the purpose of facilitating exposition it has 
been assumed that all the banks in the system have been uniform in 
size and have had operations identical in scope and amount. By this 
simplification of the discussion important banking principles were 
brought plainly into view unobscured by complicated details. Ad- 
mittedly the conditions assumed are highly artificial, and some doubt 
might be cast upon the validity of the conclusions reached. Never- 
theless, in the real banking world the same general principles hold 
true and operate, even though banks are not uniform in size, do not 
have operations identical in scope and amount, and do not always ex- 
pand with the same degree of rapidity. The facts that some banks are 
larger than others and perform more functions need not greatly modify 
the conclusion reached in this chapter; but we cannot pass by the fact 
that all banks do not expand with equal rapidity without careful con- 
sideration of the results which flow therefrom, because this unequal 
rate of expansion has a very important effect on the limits of loan ex- 
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expand loans and deposits to the amounts of $1,900,000 and $2,000,000, 
respectively, as shown in Statement No. 2 of the Centerville Banks, 
on page 2G3, unless Banks B, C, and D are willing to expand at the same 
rate. The bank which leads the procession in a movement of expansion 
is likely to fall upon evil daj^s when it will find itself without cash enough 
on hand to meet the demands of its depositors. Quite similar conclusions 
will be reached when wc consider the effect of an unequal rate of ex- 
pansion of loans made in tlie fonn of deposits subject to check. 

10. Unequal Expansion of Lo^vn-Ciieated Deposits 

Suppose that at a certain time Bank A, of Centerville, has resources 
and liabilities as follows; 

Ctish .$200,000 I Capital Block §100,000 

Loans 1,500,000 | Deposits 1,600,000 

Obicrvdng that it has $40,000 of reserves in excess of the 10 per cent 
required against its $1,600,000 of deposits, the banlc acts upon the 
assumption that it can safely make loans in the form of deposits subject 
to check to the amount of ten times its e.xcess cash reserves. Rashly 
making those loans its condition becomes as represented by the follow- 
ing statement: 

Cash $200,000 | Capital stock $100,000 

Loans 1,900,000 | Deposits 2,000,000 

Gash rcscn’c ratio 10 per cent. 

But Banks B, C, and D, wliich heretofore have expanded equally with 
Banlc A, make new loans at this time of only $100,000 each, increasing 
their total loans to $1,600,000 each and their deposits to $1,700,000 
each. It may be assumed that up to this time and as a result of earlier 
operations the four banks would find at the clearing-house that their 
claims mutually offset one another, and so we need to consider here only 
the immediate results of these new loans of $400,000 by Bank A and 
$100,000 by each of the other tlmce banks. 

If the borrowers in a short time draw checks against these new loan- 
created deposits to the amount of three fourths of the loans — and this 
is a reasonable assumption — and if these checks return to the four banks 
in equal proportions — as they will have a tendency to do, since the 
four banks are assumed to h.ave been operating previously on an equal 
scale — each bank will receive in deposits as a result of these new loans 
one fourth of the amount of checks drawn, or one fourth of three fourths 
of $700,000, or $131,250. More than half of the checks received by 
Bank A as a result of these new loan transactions will be checks drawn 
against itself, and loss than half will be drawn against the other three 
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alarming rumors and a run by frightened depositors would be in order. 

While in tliis example the conditions assumed are still highly artihcial, 
they are so close to reality in fundamental respects that the following 
valid conclusions may be drawn: When any bank in a system of banks, 
such, for example, as our state and national banks, undertakes to expand 
loans in the form of deposits subject to check at a more rapid pace than 
other banks in the system with which it exchanges checks dirpctly or 
indirectly at the clearing-house, it wll tend speedily to deplete its cash 
reserve. Onlj'' if, for some special reason, it enjoys an unusual inflow 
of deposits not resulting from the loan operations of other banks will 
its downfall bo long delayed. If by superior management, or payment 
of interest on deposits, or by other means it can attract larger deposits 
proportionately than other banks, or enjoys such deposits because of 
the unusual prosperity of its customers, then it can expand loans more 
rapidly than other banlcs. Leaving out of consideration such special 
factors, the power of any bank in a system of banks to expand loans 
in the form of deposits subject to check is limited by the expansion pol- 
icy of other banks. Each bank’s expansion of loans is dependent upon 
its expansion of deposits, and its expansion of deposits in turn is de- 
pendent upon the loan e.xpansion of other banks. It is useless to argue 
the question of which comes first, loans or deposits. Expansion of the 
two in a system of banks takes place simultaneously. Like a man and 
his shadow, sometimes one seems to move ahead first and sometimes the 
other, but they never get very far apart. 

At this point it is convenient to note the fallacy that the organization 
of a new bank represents an easy road to fortune because, with a cash 
reserve of S100,000 paid in by stockholders, it can quickly make loans 
in the form of deposits subject to check to the amount of 81,000,000, the 
reserve ratio being 10 per cent, and thereafter enjoy an income of 6 
per cent of 81,000,000, or 860,000 a year, or 60 per cent on the stock- 
holders' invested capital. The new bank just entering the field has no 
large clientele of depositors, and if it proceeds to make large loans in the 
form of deposits subject to check, it will speedily find checlcs drawn 
against these deposits coming in for payment from all sides, most of them 
presented by other banks in the community. Against these checks it 
will have few offsetting claims in the form of checks on the other banks, 
and as a result its cash reserve will quickly be exhausted. A new bank 
operating on the assumption that expansion could proceed in that man- 
ner would open its doors one day and close them the next. A new bank, 
no more than an old bank, can expand at a more rapid pace than the 
other banks in its system of banks. Until it becomes an established 
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Lome or they may circulate in the community in which issued for a long 
time before being deposited in a bank. The banks may even enter into 
a “gentleman’s agreement” not to ask one another to redeem their 
notes, but instead to pay any such notes out into circulation instead of 
cash or instead of their own notes, on the assumption that in this way 
all the banks concerned would bo able to inject a larger quantity of their 
notes into circulation through interest-bearing loans and postpone 
longer the necessity of redemption. For these various reasons any one 
bank in a system of banks may expand loans by means of note issues 
more rapidly than other banlcs with greater impunity than it may thus 
expand loans in the form of deposits subject to check. The time of 
reckoning ^vill come, however, sooner or later, not only for the banks 
which have expanded most recklessly, but for all the banks in the system 
if by means of collusion in postponing redemption they have issued notes 
beyond the limits of safety and have maintained inadequate cash 
reserves. 

12. Conclusions on Limits op Bank-Loan Expansion 

We have considered now the limit of bank-loan expansion under three 
sets of conditions — when banks make loans only in cash, when they 
make loans in the form of deposits subject to check as well as in cash, 
and when they make loans in the three forms of cash, deposits subject to 
check, and bank notes. We have seen that the banks in a system of 
banks could theoretically bring about a great expansion of loans and de- 
posits while making no loans and receiving no deposits except in the 
form of cash, and that bank deposits and banlv loans might amount to 
several times the total amount of cash in the community, and that the 
amount of loans, swelling with the deposits, would be limited' only by 
the cash reserves of the banks together with the minimum ratio of eash 
to deposits. If the minimum cash reserve ratio were 10 per cent, loans 
might expand with deposits until deposits amounted to ten times cash 
reserves, and loans were approximately the same. 

We have seen, further, that the use of checks and loans in the form 
of deposits subject to check can increase the lending power of the banks 
only by permitting the banlts to add to their cash reserves cash dis- 
placed from circulation by checks, the cash reserve ratio remaining the 
same. The extent of loan expansion permitted by loan-created deposits 
depends upon the degree to which cash is released from circulation and 
flows into the bank reserves. Finally, we have seen that the use of bank 
notes permits a further expansion of bank loans primarily for the reason 
that the bank notes may be substituted for part of the cash remaining in 
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a fall in prices. It is precisely as fallacious to confuse the expansion of 
bank credit with the e.xpansion of wealth as to confuse the creation of 
government paper money with the creation of wealth. Multiplying 
promises to pay will not per sc multiply goods and services, whether the 
promises to pay are in the form of greenbaclcs or in the form of bank 
deposits subject to check and bank notes. Yet there are many who can 
see nothing but good in bank-credit inflation, while they see nothing 
but evil in government-credit inflation. 

If the bank-credit inflation raises prices in proportion to the amount 
of the additional credit granted, it will not even give to the borrowers 
in the aggregate a greater command over goods than they would have 
with more moderate borrowing in the form of cash loans from the banks. 

It may be argued that when banks make loans in the form of deposits 
subject to check or bank notes, and make these loans mainly to business 
men for productive purposes, they place a larger proportion of the buy- 
ing power of the community in the hands of the business men than the 
latter otherwise would hold, and thereby direct the flow of labor, land, 
and capital to productive purposes, encouraging the accumulation of 
capital rather than encouraging the consumption of consumers' goods. 
Whatever validity there is to this argument depends upon the assump- 
tion that the use of loan-created deposits and bank notes by the banlcs 
permits these business men to obtain larger loans relative to the price- 
level than they would get without the creation of such loan instruments. 
It is, indeed, often implied by this argument that without such bank credit 
there would be no credit — and no loans to business men. It is, of course, 
a fallacy to confuse the instrument of credit with credit itself. A loan 
is still a loan, even though made in the form of gold coin instead of a 
bank note or a deposit subject to check. 

Equally fallacious, as previously indicated, is the argument that the 
use of bank credit in the form of deposits subject to check and bank 
notes economizes gold, as this argument is often understood. In our 
hypothetical example of the four banks of Centerville, the development 
of deposits subject to cheek and bank notes resulted in no economy of 
gold at all. We started with §3,200,000 of gold in circulation and in the 
banks, and we wound up with the same total amount of gold, only a 
larger proportion had been corraled as bank reserves when the banks sub- 
stituted bank checlrs and banlc notes for most of the gold in circulation. 

The use of bank deposits subject to check and bank notes may permit 
some degree of economy in the use of gold, just as the use of government 
paper money may permit such economy, as explained in our chapter on 
Government Paper Money in Utopia. In a country or banking com- 
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imparting elasticity to the currency, we shall have more to say in later 
chapters. Here we need only add in concluding this phase of our dis- 
cussion that the banlc check, the bank deposit subject to check, the 
bank draft, and the bank note are extremely useful instruments, but the 
advantages derived from their use should be clearly distinguished from 
the expansion of bank credit wliich accompanies their use. The latter 
is an incidental by-product of a useful institution, and probably on the 
whole does more harm than good. 
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consideration is given to methods by -which such payments are made 
and the services which banks perform in this connection. 

The subject breaks up naturally into two dmsions — the first dealing 
with interregional payments and the second with international payments. 
Each of these two di-visions may again be divided, one of the subdivisions 
dealing with payments made immediately or within a few days and the 
other dealing with payments at some more distant time in the future and 
involving more distinctly than the first the extension of banlc credit. 
The various kinds of credit instruments used in maldng interregional 
and international pajunents are commonly referred to as “exchange.” 
Exchange is of two main varieties, domestic exchange, used in interre- 
gional payments, and foreign exchange, used in international payments. 
The present chapter will deal mth domestic exchange, and the following 
chapter with foreign exchange. 

2. The Nature of our iNTEnKEGioNAU Trade 

It is hardly necessary to enter into a detailed discussion of the reasons 
why persons li-ving in one part of the United States have payments to 
make in other parts. Yet it will do no haim to point out a few ele- 
mentary facts concerning our commercial geography and our geograph- 
ical division of labor. To a considerable extent our industries are local- 
ized. Shoes, for example, arc manufactured largely in New England, 
although there are great shoe factories also in New York, Missouri, and 
other states. Consequently a Mid- Western shoe retailer replenishing 
his shelves is likely to have a payment to make in New England. Again, 
cotton cloth is produced mainly in New England and in some of the 
Southern States, notably North Carolina. Merchants dealing in cotton 
cloth will ordinarily then have bills to pay in New England or the South. 
The great wheat markets of the country are in Chicago, Minneapolis, 
Kansas City, Omaha, and a few other grain centers. Millers stocking 
up on wheat will, therefore, be likely to have bills to pay in these primary 
grain markets. The grain dealers in turn must pay local grain dealers 
in the wheat belt, notably in Kansas, Nebraska, and the Dakotas, who 
buy directly from the farmers. Exporters of raw cotton from New 
York or cotton manufacturers in New England may have bills to pay in 
the great cotton market of the South — New Orleans. Fruit dealers in 
all parts of the country buy fruit from the Pacific Coast regions and must 
make payment there. So in all parts of the country, manufacturers, 
wholesalers, retailers, and others are constantly under the necessity of 
paying for goods bought in other sections — a necessity compelling them 
to use some form' of domestic exchange or to ship the actual cash. 
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may ship actual cash, tor which it has good facUitics, or it may resort to 
the use of bank drafts or other forms of exchange. 

5. The Bank Draft 
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with its correspondent bank will not be reduced until the draft has 
reached that bank for collection. In effect, it gains the use of SIOOO for 
a period of one or more days. Similarly, if it makes an exchange charge, 
as most banks formerlj'' did, and as some still do, by refusing to “remit 
at par” on checks sent to it for collection, it may pay only S999.90 or 
less on the §1000 check drawn by Roe when it comes back for collection, 
directly or indirectly, from Doe’s bank in Brockton. Here also it will 
make a gross gain of ten cents or more, having charged Roe §1000, but 
having paid out less. The grounds for making such charges will be dis- 
cussed later in this chapter. In this case, also, it will gain the use of 
§1000 for a short time, since it charges this amount to Roe at the date 
on which the check is returned, but its own account with its correspond- 
ent will not be reduced until the draft it remits to Doe or his bank is 
collected. 

Consider next the case of the Brockton bank — the bank of the seller. 
If it buys his draft dr.awn against Roc in Dayton, and advances at once 
cash or deposit credit to Doe, it loses the use of that amount of money 
until its own account is credited at its conespondent bank when the 
latter collects the check. The Brockton bank then ordinarily either will 
not advance cash or credit to Doc until it has received payment for the 
draft itself, or it will grant immediate credit, but discount the draft at 
the current rate for the estimated time of collection. In the latter case 
it makes a gross gain of the amount of the discount, and the process 
represents in effect a loan to Doe for this length of time. Similarly, if 
Doe receives payment by draft or check sent in by Roe, the Brockton 
bank either ■nill not advance cash or credit to Doe until it has collected, 
or it will charge interest on the amount during the time required for 
collection. The question of what happens if the Dayton bank refuses 
to remit at par on tlie check drawn by its customer Roe and sent to Doe 
requires separate discussion and will be considered in our next section 
dealing with the clearing and collection of checks. 

8. Clearings and Collections — The Old Method 

In the preceding section the use of the various forms of domestic 
exchange was considered primarily from the point of view of the buyers 
and sellers of goods rather than from the standpoint of the banks con- 
cerned. References were made to various problems of collection of 
checlcs and drafts, but various important points were dismissed without 
adequate explanation. In the present section the process of clearing 
and collection will be described in more detail, with particular reference 
to the problems encountered and the obstacles overcome by the com- 
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at a profit to themselves in providing both domestic and foreign ex- 
change instruments. 

Before the establishment of the Federal Reserve System, the banks in 
the United States had built up a great network of correspondent bank 
relations primarilj" for the purpose of clearing and collecting checks and 
drafts, although the correspondent banks performed other services for 
one another. Practically every commercial bank in the United States 
either liad a correspondent banlc in New York City, the financial center 
of the country, or had made arrangements with some other bank by 
means of which it could utilize the services of the other bank’s New York 
correspondent, hlany banks had correspondents not only in New York, 
but also in one or more other financial centers of the country. To dis- 
tinguish them from the banlcs in the financial centers the other banks 
may be called countrj'' banks, a term which has long been applied to all 
banks in the United States located outside of the comparatively small 
number of cities specified under the National Banking Act as reserve 
cities or central reserve cities. 

9. ExCTiANGn Chauges 

With their correspondent banks in New York City, and in many cases 
with correspondent banks in other financial centers, the country banks 
kept deposits. Against such deposits they could draw drafts wliich 
were useful for two primary purposes, namely, to sell to their customers 
who desired to make payments in distant cities by bank draft, and to 
remit as payment for checks dra^vn upon the banks by their customers 
and sent in from out-of-tovra banks for collection. YTiethor the country 
banks used the drafts for the one purpose or the other, they might realize 
a net gain from the process. As already indicated they might make a 
small exchange charge for drafts sold, cither a fiat charge per draft, or, 
more likely, something like one tenth of one per cent of the face value 
of the draft. In the case of the checlcs coming in for collection, they 
could remit in payment a draft for perhaps one tenth of one per cent less 
than the face value of the draft. In cither case they would receive from 
the customer more cash or deduct more from his account than the 
amount of the draft thej' themselves drew against their own account 
with the correspondent bank. 

This charge for exchange they could justify on the following grounds; 
the customer paid the bank in local funds; the bank in providing the 
customer with a New York draft, or by permitting him to use his local 
check in making a payment in any part of the country, provided the cus- 
tomer, in effect, with cash in any part of the country. It saved him the 
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they gained in somewhat the same measure by being able to postpone 
payment on checks drawn against themselves. From the social point 
of \icw, then, the real lo.ss from the roundabout and inefficient system 
of collection was represented bj' the waste of labor and stationery. So 
far as c.Kchangc charges and interest charges involved were concerned, 
the losses and gains in large measure cancelled one another, but some 
parties doubtless gained more than they lost, while others lost more 
than they gained. But, despite all the defects of this system, it must 
be remembered that after all the banking system provided a method 
of making out-of-tOAvn payments cheaper and more convenient than 
shipping cash or buj'ing of government money orders. In the nbscnce 
of a better system it was economicall}'- justified by the fact that its 
service was worth more to the banks’ customers than it cost — other- 
wise they would have been unwilling to pay the bill. 

11, Clkauing and Collection — The New Syste.u 

With the establishment and development of the Federal Reserve 
System methods of clearing and collecting out-of-tomi chcclcs have been 
revolutionized. Detailed consideration of the form of organization and 
functions of the Federal Reserve System must be postponed to later 
chapters, but a brief description of those features of the system that 
pertain directly to the clc.aring and collecting of checks may advanta- 
geously be giv'on here. Under the Federal Reserve Act of 1913 twelve 
federal reserve banks wore established, one for each of the twelve 
federal reserve districts. The location of these banks and the bounda- 
ries of the districts arc shown on the map on page 485. Under 
the provisions of the law about one third of all the commercial 
banks in the country became member banks of these federal reserve 
banks. 

The significance of this relation between the reserve banks and the 
member banks, so far as the present discussion is concerned, lies in the 
facts that the member banlcs must keep all their legally required cash 
reserves in the reserve banlcs of their respective districts, that the member 
banks may borrow money from the reserve banks, and that the reserve 
banks function as clearing-houses for the member banks of their dis- 
trict. The federal reserve bank of each district thus becomes in effect 
the correspondent bank of every member bank in its district. More- 
over, the twelve federal reserve banks are correspondents of one another, 
clearing and collecting checks and drafts on a nation-wide basis. To 
facilitate this operation the “Gold Settlement Fund” was devised, con- 
sisting of a deposit of many millions of dollars in gold belonging to the 
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nniount of this balancr. If its nccount bocaiKo of porpistent iinfnvorablr 
balances bceonies (lepletod, it will have to take measures to build it up, 
the nature of which need not here be eon<;ider<'d. If, on the other hand, 
by persistent favorable balances at the re^^eivc bank its account grows 
larger than miuired, it may withdraw some of the funds and lend or 
invest them. Incidentally it may be remarked that undue expansion 
of loans and investments by a bank clearing through the federal reserve 
bank will lend to give it an unfavorable balance in the reserve bank 
clearings ju*!! as tndy as it will in its loral clearing-house operations. 

12. I.\T):a-I>isTnuT Ci.iuntNO 

Wc come next to consider the clearing and collection relations among 
the twelve federal n'serve banks themselves. It will frcqucntlj’ Imppon, 
of course, (hat a bank in one federal reserve district will receive a check 
draw’n on a bank in another district. A Kansas City bank may, for 
example, receive a check drawn on a New York City bank. In that 
case (he chock would lx* ‘•out bj' (he Kansas City bank to the Federal 
Rcsciwc Rank of Ivansas Cit}' for collection, anti (ho Federal Reserve 
Bank of Kansas Cit}' would send (he check in turn to (ho Federal Re- 
serve Bank of New York, which wotdd charge the check to the account 
of the New York bank on which it was dnnni, while crediting it to the 
account of the Federal lle-sorvo Bank of Ivansiis City, which in turn 
would credit it to the account of (he bank which lind .sent it in for col- 
lection. For the two commercial banks concerned, the procc.^s of clear- 
ing and collection in .such cases is no more difficult than when both 
banks arc in the same federal rcsciw'e district. But such interregional 
or intcr-district operations involve the giving and receiving of credit 
among the federal reserve banks, so that in (he interest of efficiency they 
require a clearing-house of (heir own, and this they developed as pre- 
viously indicated, in the form of the gold settlement fund. 

The gold settlement fund hud consisted in recent years of sevcnal 
hundred millions of dollars in gold belonging to the individual reserve 
banks and deposited in the United States Treasurj' under the super- 
vision of the Federal Reserve Board, and on November 29, 1933, the 
nmount of gold in the Gold Settlement Fund as reported by the Governor 
01 the Federal Reserve Board was $673,403,000. Under the provisions 
of the Gold Reserve Act of January, 1934, how'ever, title to this gold 
passed to the United States Government and the reserve banks received 
in exchange for it an equal number of dollars in gold certificates. The 
Gold Settlement Fund thereby became the Gold Certificate Settlement 
Fund. Each day each reserve bank telegraphs by private wire to tlie 
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the same privilege, so that it is -now possible both for banks and privato 
individuals to transfer funds across the continent practically instantane- 
ously and without cost. This applies, of course, only to customers of 
banks who desire to transmit substantial sums, and this service is not 
available for small-change transactions. 

It should be understood, of course, that such telegraphic transfers 
do not involve the moving of actual cash. When one reserve bank 
telegraphs another to credit a bank in its district with $100,000, the 
former will on the same day transfer to the latter that amount from the 
settlement fund in Washington — a mere booldceeping operation. In 
other words, there are actually in such a case three local transfers of 
money or credit — (1) from the Kansas City bank to its reserve bank; 
(2) from the Federal Reserve Banlc of New York to the Chase National; 
and (3) from the gold certificate settlement fund account of the Federal 
Reserve Bank of Kansas City to the gold certificate settlement fund ac- 
count of the Federal Reserve Bank of New York. As a result of these 
clearing, collecting, and telegraphic transfer operations, no cash must 
actually be transported, unless the account of one of the reserve banks in 
the settlement fund becomes depleted or e-xhausted and must be replen- 
ished, and even in that case e.xpedients can be found to avoid the actual 
shipment of gold certificates. In short, the present system has almost 
completely eliminated the necessity for shipment of money from one sec- 
tion of the country to another, as well as the delays and expenses involved 
in the roundabout collection of checks and drafts. 

14, The New System and ExemYNOs Charges 

The fact that banks are thus able to collect checks and drafts promptly 
and without cost through the federal reserve banks and that they are 
not compelled to maintain special deposits as a means of collecting 
checks has practically destroyed the argument of the banks in support 
of an exchange charge. It has become practically a matter of indifference 
to a bank whether checks drawn against it are used in payment of local 
obligations or are sent out of town and retm’ned to it for collection 
through the federal reserve bank of its district. Certain bookkeeping 
and other clerical labor involved in such check transactions represents 
some expense, but so does the labor involved in connection with local 
check transactions. It has become just about as reasonable to make a 
charge for all checks cleared as for out-of-town checks. Most banks 
have, therefore, given up the practice of deducting exchange on out-of- 
town checks, and member banlcs of the Federal Reserve System are 
prohibited by the federal reserve banks from making such charges. 
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shipped back and forth between our various financial centers, notably 
from New York, the financial center of the whole country, to Chicago, 
the financial center of the Mid-West, or from Chicago to New York. 
The cost of such shipments was about fifty cents per SIOOO. Under the 
circumstances bank drafts on New York would not ordinarily be sold 
in Chicago at a rate higher than that represented by S1000.50 for a 
SIOOO draft, nor bought at a rate lower than that represented by S999.50 
for a SIOOO draft, because at a rate higher than this the large banks with 
facilities for shipping gold would be eager sellers, forcing the rate down, 
and at rates lower than this they would be eager buyers, forcing the 
rate up. 

The so-called basic rate of domestic exchange, which must be dis- 
tinguished from the special charges made by the banks as previously 
discussed, tended to move up and down with the total demand and 
supply of exchange at the various centers and the necessity or probability 
of the necessity of shipping gold. In the autumn, for example, un- 
usually large quanjiities of farm products would be shipped from West 
to East, and more drafts would be drawn on New York and offered for 
sale in Chicago than were being bought in Chicago as a means of making 
payments in New York. The Chicago banks would thereby suffer a 
depletion of their funds at home and build up a surplus in New York. 
As this condition developed, they would become less eager to buy 
drafts and more eager to sell, in order to avoid the necessity of shipping 
gold from their surplus in New York to make up their deficiency in 
Chicago. Thus, the rate on New York drafts in Chicago would fall, 
until, if it finally became necessary to ship in gold from New York, 
the rate would be §999.50, below which it would not go. Similarly, 
during other seasons the excess payments might be reversed in direction, 
and the banks, being in danger of being compelled to ship gold to New 
York, would sell drafts less eagerly and buy more eagerly until the rate 
would rise to §1000.50 when it actually became necessary to ship gold. 

After the establishment of the federal reserve system of clearing and 
collecting checks and drafts, a temporary seasonal excess of payments 
East or West resulted merely in an excess due from some federal reserve 
banks to others, and the balance due could be settled by a bookkeeping 
operation involving only the transfer of gold from the gold settlement 
fund account of one reserve bank to the account of another, and no ac- 
tual shipment of gold was required either by the reserve banks or the 
member banks. The seasonal fluctuations in the basic rate of exchange 
of our various financial centers on one another ceased to exist. Thus, aU 
three factors tending to cause exchange to sell at a point other than par 
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SIOOO worth of shoes he desired to buy until after two months, he might 
draw a time di’aft against Roe as follows; 

August 31, 1932 

To Richard Roe 
Dayton, Ohio 

Sixty days from date pay to the order of myself one thousand dollars. 

John Doe 

This draft, together with an invoice for the shipment of shoes and 
the bill of lading received from the railroad company for the shoes. 
Doe might place in an envelope and mail it to Roc rvith the request that 
the latter accept the draft and return it. Roe would accept the draft 
by writing across it in the proper space the word “Accepted” and sign 
his name. What had been before merely a time draft would now have 
become a trade acceptance. Its acceptance by Roe would have made of 
it a piece of two-name commercial paper — a promise to pay, in effect, 
which both Richard Roe and John Doe were legally under obligation to 
honor, provided Doe himself endorsed it and sold it to a third party. 

Roe, having accepted and returned the draft to Doe, the latter might 
take it to his bank, which would discount it, or buy it, just as it would his 
promissory note. It would bo, in effect, a promissory note signed by 
Richard Roe and endorsed by John Doc. It would be the dirdet obliga- 
tion of Roe to pay, and, if he failed to pay, it would become the obliga- 
tion of Doe. Whether or not this trade acceptance would represent a 
better type of paper than the ordinary promissory note signed by Roe 
and endorsed by Doe is a debatable question which can be more con- 
veniently discussed in a later chapter. The point of main interest here 
is that, by discounting this trade acceptance at his local bank. Doe 
would promptly realize payment on his shipment of shoes, while Roe 
would not be under obligation to pay until sixty days after the draft 
was di-a\vn. Meanwhile, the Brockton bank would have a time draft 
in the form of a trade acceptance which it could hold till maturity and 
then send to its federal reserve bank or some other correspondent bank 
for collection, by methods previously discussed, or it could sell it at 
once with its own endorsement to some other" banlc, possibly for more 
than the amount paid. for it. In either case it would add to its gross 
income by this transaction. So far as the transfer of funds from one 
part of the country to another is concerned, the time draft has the same 
effect as the sight draft, except that the transfer may be delayed until 
the maturity of the draft. 

It may be observed that the time draft discounted at the drawer’s 
local bank accomplishes two distinct things at once. It gives the seller 
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Smith and his bank to use the bankers’ acceptance rather than the 
promissory note. Smith, therefore, applies to his bank for a “letter of 
credit,” which authorizes Brown to draw ninety-day drafts upon the 
bank up to the amount of S5000, with the understanding that these 
drafts will be accepted by the bank upon presentation. The letter of 
credit is mailed to Brown. Brown thereupon ships the silver, draws 
his draft for SoOOO on the bank payable ninety days after date, and takes 
the draft, the bill of lading for the shipment of silver, and the letter of 
credit to his local bank. The Denver bank being assured by the letter 
of credit that the draft will be accepted by the reputable New York 
bank does not hesitate to buy it from Brown, discounted at the current 
rate of interest. 

The Denver bank then mails the draft, with the bill of lading attached, 
to its correspondent bank in New York, which presents it to Smith’s 
bank for acceptance. The bill of lading is then turned over to the 
accepting bank, which will give it to Smith so that he may get his silver 
from the railroad. ' The accepted draft, now a bankers' acceptance, may 
be held by the correspondent bank for the Denver bank until it matures, 
to be then collected, or it may be sold at once at the current rate of 
discount for bankers’ acceptances, usually a rate lower than the rate 
for bank loans. If the Denver bank retains ownership of the draft to 
maturity, it earns the difference between the amount it paid to Brown 
for the draft and its face value. If it sells it upon acceptance, it earns 
the difference between the price it paid and the price received, and this 
must be enough to make the venture attractive, otherwise the bank 
would not undertake it. When the draft matures, the accepting bank 
must pay its face value to whatever person or bank then owning it. 

It remains to point out how the accepting bank is reimbursed for the 
money paid out and how remunerated for its service. The understand- 
ing between Smith and the accepting bank when the letter of credit 
is issued is that Smith will deposit with the bank on or before the date 
of maturity the S5000 required to pay it, the expectation being that 
Smith will be able to do this from money received for the products 
manufactured from the silver during the ninety days. The bank must, 
of course, be assured of Smith’s financial integrity before entering into 
the agreement. It will be observed that the accepting bank in this 
case advances no funds of its own, but merely accepts the draft in Smith’s 
place. The operation is quite analogous to endorsing Smith’s promis- 
sory note. For this service the bank charges Smith a moderate commis- 
sion. The question may be raised. Who actually bears the burden of the 
interest charge on the §5000 for the ninety days? The answer appears 
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Concerning the trade and the bankers' acceptance, as well as con- 
cerning some other forms of exchange discussed in this chapter, more 
will be said in later chapters dealing with the development of the banking 
system of the United States. In this chapter the main concern has been 
to give the reader an understanding of the forms of domestic exchange, 
and the functions performed by each, and to lay the groundwork for the 
more complicated discussion of foreign exchange in the next chapter. 
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but in pounds sterling, and a bank draft drawn on a bank in Paris is 
payable in French francs. But the buyer of the draft from the’^New York 
banlc pays in dollars, and so the question arises. How many dollars and 
cents must he pay per pound sterling or franc, or, in other words, what 
will be the rate of exchange? 

When both countries are on the gold standard, the market rate of 
exchange for bank sight drafts will tend to be near the so-called mint 
rate, or par, of exchange. The mint rate, or par of exchange, between 
any two gold-standard countries represents the relative amounts of 
pure gold in their respective units of value. Thus, the par of exchange 
between the United States and England was formerly 4,8665, because 
the British pound sterling, under the mint laws in force, contained 
4.8665 times as much pure gold as the United States gold dollar. The 
pound sterling contained 113.002 grains of pure gold and the United 
States dollar 23.22 grains of pure gold. It should, perhaps, be empha- 
sized that it is the pure gold content of the two coins that is compared, 
not their respective weights, a fact worthy of note when the gold money 
of the two countries is not of the same degree of fineness. American 
gold coins, it will be recalled, are nine-tenths fine, but British coins are 
eleven-twelfths fine, so that British gold coins contain more pure gold 
per ounce than American gold coins. 

Before the World War there was a confusing lack of system in ex- 
pressing the mint par of exchange between the United States and other 
countries. Thus, while the mint par of exchange between the United 
States and England was stated as 4.8665, which represented the number 
of dollars to the pound sterling, the mint par between the United States 
and Switzerland was often stated as 5.18, which represented the number 
of Swiss francs to the dollar. To one unfamiliar with the facts it might 
have seemed that the Swiss franc was worth more in American money 
than the pound sterling. During and after the World War it became 
the practice to express both the mint rate and the market rate of foreign 
currencies uniformly in terms of the number of dollars or cents required 
to equal the respective foreign units of value. For example, the mint par 
of the pound sterling was stated as 34.8665 and the mint par of the S^viss 
franc as 19.3 cents. 

The mint rate of exchange remains comparatively fixed. It changes 
only when one of the two countries concerned changes the gold content 
of its unit of value. Such changes rarely occur during normal times.^ 
One early example of such a change was when the United States reduced 

* Under the plan of a “compensated" or "commodity” dollar, changes in the gold con- 
tent of the dollar would be frequent. This subjeot will bo considered in Chapter XXIX. 
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York balances. If one banlcer was willing to soil his drafts for less than 
4.8465, it would pay some other banker to buy them, send them to his 
London correspondent for collection, and have the proceeds sent to 
New York in gold. The low rate would thus tend to dry up the supply 
of bills in New York, so that the rate would tend to rise to or above 
the gold import point. 

The foregoing reasoning is based on the assumption that gold is freely 
available for e.xport by bankers, and this assumption is retained through- 
out this chapter in the reasoning pertaining to rates of e.\change be- 
tween gold-standard countries. It would apply only with qualifica- 
tions if governments in anj-' way restricted import and e.xports of gold in 
settling international trade balances. It is not yet clear — in June, 
1934 — to what degree the seizure of the entire gold stocks of the United 
States by the Federal Govermnent may restrict the gold exports and im- 
ports and affect the rate of exchange. With a huge “equalization” or 
exchange stabilization fund in the hands of the Treasury, the rates of 
exchange in the United States on foreign financial centers may be regu- 
lated by the Treasury rather than by the normal business activities of 
the foreign exchange dealers buying to sell at a profit. Concerning the 
regulation of foreign exchange rates by means of equalization funds 
something will be said in Chapter XXIX. 

5. Why Co.umerclvl Bills R.tNGE Loavee tiiak B.vnkers’ Bills 

Postponing temporarily the discussion of the causes of fluctuations 
in the basic rate on bankers’ sight bills between the upper and lower 
limits, the gold export and gold import points, we may consider the rela- 
tion between bankers’ bills and commercial bills. It has already been 
pointed out that the payments due from Americans to foreigners consti- 
tute the demand for foreign exchange in the United States, while pay- 
ments due from foreigners to Americans constitute the supply. The 
foreign exchange bankers themselves are not in a large way primary 
sources of either demand or supply of exchange. The primary sources 
of supply of foreign exchange in the United States are those individuals 
and firms that have sold goods or services to foreigners for which they 
are to be paid; and the primary sources of demand are those individuals 
and firms that have bought goods or services from foreigners for which 
they must pay. For effecting payments in both directions various forms 
of exchange are used, but before the World War upheaval the most com- 
mon way for an American to make a payment in London was to buy from 
a banker a bankers’ sight bill on London and to send it to the payee by 
mail. And the most common way for an American who had sold goods 
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to an FnglishmnTi to receive payment was to draw a draft against the 
Englishman, or his bank by previous arrangement, and to sell this draft 
to a foreign exchange banker directly or through an agent. Let it now 
be assumed, for the sake of lucidity in analysis of a complex problem, 
that these methods of payment, once used almost exclusively, are the 
only methods now used, and that the whole foreign exchange market is 
embraced in the market for drafts on London in New York. Let it be 
further assumed that all payments made to Englishmen by Americans 
are for goods imported, and all payments received by Americans from 
Englishmen are for goods exported to England. 

If there were no foreign exchange dealers, the American exporters of 
merchandise might sell the drafts drawn against the English buyers to 
American importers, who might then use them in making payments to 
the Eng lish exporters from whom they had bought. It is, however, 
much more simple for an exporter who has a draft for sale to sell it to a 
regular dealer in exchange than it is for him to find an importer who 
wants a draft of the particular denomination he has for sale. And it is 
easier for an importer to buy a draft from a banker who has drafts for 
sale regularly in any denomination than it is to find an e.xporter who 
has a suitable draft for sale. This is the economic justification of the 
foreign exchange bankers — they are useful middlemen, just as are deal- 
ers in butter and eggs. The fact that the importer buys drafts from 
the bankers and that the exporters sell to the bankers does not materially 
change the total demand and supply. The primary result of the bank- 
er’s intervention in these transactions is that the buyers of exchange 
obtain a bank draft exactly when they want it and for the amount they 
want instead of a commercial bill available perhaps at a time and in a 
denomination not quite satisfactory. The bank draft, too, will be con- 
sidered better pay on the other side than the commercial bill and its 
use will tend to induce the foreign seller to give the importer better price 
terms than he otherwise might give. 

The bankers’ bUls being, therefore, more desirable than commercial 
bills, buyers of bills are willing to pay a higher price for them, and they 
must pay a higher price as an inducement for the foreign exchange 
bankers to remain in the business. Business men might, in fact, be 
willing to pay considerably more for a banker’s bill than for a commercial 
bill which was not just what they wanted, but the foreign exchange busi- 
ness is highly competitive in nature, and no great difference can long 
exist between the price of commercial sight drafts of good quality which 
bankers can buy without risk and the bankers’ own bills. There is a 
natural margin between these two sets of prices just wide enough to 
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cover the cost of conducting the business, with perhaps a small profit 
for the more able and alert dealers and possibly a loss for others. As in 
all competitive enterprises, about all that is realized by all the competing 
firms in the aggregate in the long run is cost of production. How narrow 
the margin is between the two types of bills is faiiiy illustrated by the 
closing quotations on sterling bills in New York on August 30, 1930, when 
both England and the United States were on the gold standard. As of 
that date bankers’ sight drafts were quoted in the Commercial and Finan- 
cial Chronicle at 4.86^ and commercial sight bills at 4.86|-, the differ- 
ence being one sixteenth of a cent per pound. 

Any appreciable widening of the margin would make possible such 
tempting profits that the banicers in competition with one another 
either would bid up the rate on commercial bills or lower the rate on 
bankers’ bills. On the other hand, if the margin permanently disap- 
peared, the bankers would not continue in the business. 

Since commercial sight bills normally range just a shade — perhaps 
a sixteenth of a cent per pound — below bankers’ sight bills, it follows 
that their maximum range between two gold-standard countries will be 
from just a little under the gold import point to just a shade under the 
gold export point. 

6. Fluctuations op the Rate Between the Gold Points 

It has been shown that the basic rate of exchange — the rate on bank- 
ers’ sight bills — may fluctuate above par to the gold export point and 
below par to the gold import point, and that in these fluctuations it will 
be accompanied closely by the market rate of commercial sight bills. 
It remains to consider the causes of the fluctuations of these rates be- 
tween the gold points. Why are the rates sometimes above and some- 
times below par? What makes them rise and fall? 

As a convenient point of departure in this difficult part of our analysis, 
let it be assumed that both England and the United States are on the 
gold standard with the former mint par of exchange of 4.8G65, that the 
New York bankers have satisfactory balances of funds on deposit with 
their London correspondents, and that the rate of interest or discount on 
funds is the same in London as in New York, say 4 per cent. Let it be as- 
sumed further that aside from foreign e.xchange transactions they have no 
occasion to move funds either from New York to London nor from Lon- 
don to New York, but that their balances on each side are such that 
substantial transfers could be made either way without embarrassment. 
Finally, let it bo assumed that the total demand for exchange in New 
York on London appro.xhnately equals the supply from day to day. 
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they would lose no cash. Under such conditions they would increase 
their deposit liabilities in New York, instead of depleting their reserves. 
But when only some banks are engaged in such transactions while most 
of the others are not, the banks buying excessive quantities of foreign ex- 
change would find their ciish reserves depleted as a result of persistent 
unfavorable balances at the clearing-house or with the federal reserve 
banlis, just as they would when making an excessive amount of loans in 
the form of deposits subject to check, or excessive investments in se- 
curities. 


7. Tun CounncTivEs of Exchange 

Pausing now only long enough to remind the reader of the assumptions 
being made — namely, that no forms of exchange are used except 
bankers' and commercial sight drafts, that no payments are made ex- 
cept for imports and exports of goods, that the whole foreign exchange 
market is embraced in the market for drafts on London in New York and 
that the mint par of exchange is the pre-war par of S4.80G5 — we will 
proceed at once to consider the so-called correctives of exchange. 
These are forces set in motion by the departure of the rate of exchange 
from par upward toward the gold export point and downward toward 
the gold import point, which tend to retard the rise or the fall, and to re- 
verse the direction of the movement. 

Consider first an upward movement toward the gold export point. 
When the rate on bankers' bills rises because of the reluctance of the 
bankers to sell all that are being demanded at the e.xisting rate, the cost 
of British goods to the importers in terms of American money will be 
increased, even though British prices remain unchanged. For ex- 
ample, £100,000 worth of English woolens would cost the importer 
when exchange is at par §‘186,050; but with bankers' bills at 4.875 the 
cost of the same quantities of goods at the same price in London would 
be §487,500, a difference of §850. While this icpresents only a very 
small percentage of the gross cost of the goods, it may represent a very 
substantial percentage of the importer's net profit, enough to cause him 
to delay, reduce, or give up his purchase of the goods. The demand for 
bankers’ bills would thus be somewhat diminished. At the same time 
the high price of commercial bills would permit the exporters to realize 
a higher price in dollars for their goods even though they had not raised 
the price to the British buyers in terms of pounds sterling. Since 
commercial drafts would rise by almost exactly the same amount as 
bankers’ drafts, for £100,000 worth of exports the e-xporters would 
realize about §850 more when bankers’ bills were at 4.875 than when 
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in London, New York would be a relatively better market in which to 
buy than before; London a relatively better market in which to sell. 
Exports from New York to London would increase; imports from London 
to Now York would decline. The demand for sterling exchange in 
New York would decline and the supply would increase, and the rate 
under this double pressure would naturally fall. 

If all this reasoning seems too abstract and the chain of events some- 
what improbable, the reader is invited to consider what would be the 
results if these correctives of exchange did not operate. If the excess 
imports continued into New York, gold exports would also continue 
until the banks had lost so much gold that they — and presumably the 
Government also — would be compelled to suspend specie payment. 
Should the Government prohibit the continued e.xportation of gold, 
hoping thus artificially to conserve the gold reserves of the banks and 
its own, this action would itself be tantamount to official suspension of 
the gold standard, since it would destroy that ready convertibility of 
other kinds of money into gold which is the essential characteristic of 
the gold standard. 

Having now sho^vn how the correctives of exchange would operate 
in New York with a persistent e.xcess of payments due to London re- 
sulting in an exportation of gold, it is hardly necessary to give the reason- 
ing in detail to show the results which would follow from a reverse move- 
ment — persistent exports of gold from London to New York. In that 
case the easy credit conditions and the rising prices would appear in 
New York, and the stringent credit conditions and the falling prices 
would appear in London. 

An important qualification of the conclusions just reached must now 
be made. It is not necessary that there be a rise in prices in London 
and a fall in New York, or vice versa, to reverse the direction of the rate 
movement in exchange or the flow of gold. It is merely necessary that 
the prices in London become relatively higher than they were before 
compared with prices in New York. Such a relative change in the two 
sets of prices could be brought about not only by a rise in London and a 
fall in New York, but by a rise in London with a lesser rise in New York, 
or by a fall in New York with a lesser fall in London, or by stationary 
prices in London with a fall in New York, or by stationary prices in 
New York accompanied by rising prices in London; and it is probable 
that the required relative change in prices in the two countries con- 
cerned is brought about at various times in all of these various ways. 

There are times when there is a persistent and world-wide rise in 
prices. Under such conditions gold exports from one country to another 
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Consider now a second complication. Suppose that, instead of the 
American exporter always taking the initiative in collecting payment 
by drawing commercial drafts against the English importer, the English 
importer should at times assume the initiative by purchasing a banker's 
draft from his London banker and sending it to the American exporter. 
And suppose, too, that, instead of the American importer always as- 
suming the duty of buying a banker's bill in New York and sending this 
to the English exporter, he should sometimes let the English exporter 
draw a commercial bill against him, to be sold to the London banker 
and sent to New York for collection. Would a mixture of these two 
methods of making and receiving payment affect the conclusions we 
have drawn concerning the relation between the demand and supply of 
bills and the market price? Would equal payments to be made both 
ways now result in the demand and supply of bills being equal both in 
New York and in London? It is not difficult to show that a mixture 
of the two methods would not change the total demand and supply of 
bills either in New York or in London. 

Suppose, for example, that Smith in New York buys -from Brown in 
London £1000 worth of goods. If he pays for the goods by purchasing 
a draft from his New York banker and sends the draft to Brown, the 
following transactions mil occur in the two financial centers: Assuming 
exchange to be at par. Smith will pay his banker S4866.50 for the 
draft and send it to Brown. Brown will present it for payment and 
receive from the London correspondent bank £1000 in British money, 
or credit. Now, this is precisely what would happen if Brown took the 
initiative in drawing a commercial draft on Smith, except that perhaps a 
different bank would have been concerned both in London and New 
York. The main point is, though, that Brown, having drawn his 
draft on Smith, would sell it to his bank and obtain £1000 in British 
money, and his banlc would send it to its New York correspondent to be 
collected. When it was collected. Smith would pay the New York 
bank 84866.50. In either case a New York bank would receive payment 
for a draft, and a London bank would make payment on a draft. The 
total demand and supply of drafts and the amount of money paid out 
or taken in by the banks concerned would not be affected. 

Neither is the total quantity of exchange demanded or supplied af- 
fected by the fact that other forms of exchange than bankers’ sight bills 
and commercial sight bills are employed. If the total payments to be 
made amount, let us say, during a given period to £10,000,000 sterling, 
that much sterling exchange will be demanded — the more exchange 
there is used in other forms, the less will be used in sight bills, but the 
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is available in this chapter, and for such an extended discussion the 
reader must be referred to the various standard works on foreign ex- 
change. Here it will be emphasized only that the rate of exchange in 
New York on London or Paris or Berlin is not the result merely of excess 
payments due to or from each of these centers individually which would 
permit, let us say, the rate on London to be above par while the rate on 
Berhn was below par, and the rate on Paris exactly at par, but rather 
that the rate in New York on all other financial centers operating on the 
gold standard is determined by the total balance of trade with all other 
countries combined. If we have a heavy excess of payments to be 
made in the aggregate, the rate on all these centers will tend to rise 
above par; if we have a heavy excess of payments to be received, the 
rates will tend to decline together below par. 

Any considerable variation in the rate in New York on London, 
Berlin, and Paris, for example, would permit bankers to make handsome 
profits by the process of arbitrage. To take a very simple illustration, 
not requiring tiresome calculations, let it be assumed that the New York 
rate on London is one fourth per cent above par, the rate on Paris is 
one fourth per cent below par, and the rate in Paris on London at par. 
Then a New York banker could sell a draft for £100,000 payable in 
London for one fourth per cent more than 100,000 X $4.8665. His 
payment in dollars would be $1216.625 more than the cost of the bill 
would be at par, which would be $486,650. At the same time he could 
buy in Paris, at par, a £100,000 draft on London, which would cost him 
the gold equivalent in francs of $486,650, and pay for it with a Paris 
draft bought in New York at one fourth per cent less than par, or 
$1216.625 less than $486,650. The Paris draft on London would cover, 
or offset, the draft sold on London. He would thus net a profit of twice 
$1216.625 or $2433.25. Since the actual cost of maldng these deals 
would be small, most of the gross profit would be also net profit. By 
these various transactions, it will be observed, the banker would not 
really have transferred any of his own funds from New York. 

Naturally, any attempt of bankers to realize easy profits from such 
divergences in the rates of exchange in New York on other centers 
would tend quickly to bring the rates more in harmony with one another. 
As a rule, no gold-standard country is likely to find its rate of exchange 
on other gold-standard countries varying widely — some being below 
par while others are above par. If any are much below par, all will be 
below; if any are much above par, all will be above. In the e.xample 
given of a high rate on London and a low rate on Paris, the facts that 
the New York banker could make a profit by purchasing bills on Paris 
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bank. By means of such operations a large supply of exchange may be 
created. This comment brings us naturally to the discussion of our 
next complication, previously eliminated by assumption. 

Payments are made and received in New York and other e.xchange 
centers, not merely for imports and e.xports of merchandise, but for 
many other things — stocks and bonds, shipping services, loans, travel- 
ing expenses, and the like. When the New York banker obtains a 
loan from his London correspondent against which he may draw drafts 
for sale in New York, lie his in effect sold to the London bank his 
promise to pay m the future, and he is paid in terms of a deposit credit 
today against which he may draw. This has increased the supply of 
exchange in New York as truly as if the banker had sold cotton or wheat 
to Englishmen, but there is this important difference: in a short time the 
loan must be repaid, perhaps, and when loans are repaid, exchange is 
required just as truly as when goods are purchased. In normal times 
the demand and supply of exchange may not be much affected by opera- 
tions involving the making and repaying of loans and the sales and 
purchases of stocks and bonds and various classes of short-term com- 
mercial paper. But in times of crisis these operations may breed panicky 
conditions and cause such a drain of gold from countries unfortunately 
situated financially as to involve serious danger of suspension or actual 
suspension of specie payment, as in the case of England in September, 
1931. 


11. International Credits and Debts 

Ordinarily the sum total of payments due from any one country to 
all the rest preserves some sort of balance with the sum total due to that 
country from all the rest, so that exchange, while it may fluctuate 
frequently between the gold points, will neither rise persistently above 
the gold export point nor fall persistently below the gold import point. 
If, however, a country fails to sell goods and services to others to an 
amount equaling in value the goods and services bought from others, 
it may begin to pay the balance by the sale in other countries of its 
corporation bonds, short-term conunercial paper, and government 
bonds. It accumulates, in short, an international debt on which interest 
must be paid, and the principal of which it must stand ready to pay 
when the various classes of debts mature. If under such circumstances 
foreign creditors begin to fear for the safety of their investments in the 
country in question, they will demand payment of their short-term 
credits as these currently mature, and will begin to unload in the markets 
of the country their long-term securities — stocks and bonds. Con- 
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capital may be only too long in term — it may be sunk eternally, in 
fact. When the loans are called, they cannot be repaid with the “short- 
term capital” because there is no short-term capital available. There 
may be nothing which can be sold to foreigners to provide the requisite 
exchange, and the gold outllow results as a consequence. Because 
Johann Schmidt et al obtained short-term loans in too great profusion 
and were unable to offer ui the foreign exchange markets bills in suf- 
ficient quantity to offset the current demand plus this extra demand when 
the loans fell due, Germany was in danger of insolvency, and was saved 
from collapse only by the intervention of foreign bankers and govern- 
ments, with, as already slated, consequences almost as disastrous to 
England as those which were staved off in Germany. 

In the terminology of business finance, Germany and other countries 
which suffered financial collapse in the crisis of 1931 had exhausted 
their working capital by permitting their current liabilities to exceed 
their current assets, in so far as their international relations were con- 
cerned. The governmental and financial Icadem of any country would 
do well to prevent such a condition from arising within their country 
if they desire to be assured of future financial stability. 

I 12. Causes and Results of Suspension of Gold Payiient 

How excessive short-term debts to foreigners may cause a country to 
bo forced off the gold standard by persistent and heavy exports of its 
gold has just been explained. But other causes, separately or in com- 
bination with such international debts, may bring about the suspension 
of gold payments. The Govermnent, for example, might issue such 
excessive quantities of paper money that prices would lise above the 
world level in the country in question. This would so stimulate im- 
ports and discourage exports from that country as to load to a rise in 
exchange above the gold export point and to the export of gold. If the 
expansion in paper money continued, and if the government paper money 
were made legal tender and eligible for bank reserves, the export of 
gold would not force credit contraction or a fall in prices, and, with this 
corrective of exchange thus made powerless, the export of gold would 
continue until the gold reserves of the banks as well as of the Govern- 
ment were exhausted. The gold would tend, in the first instance, to be 
drawn out of circulation and out of bank reserves, but as a consequence 
the Government's receipt of revenue in gold would diminish, and if it 
had certain obligations to pay in gold, as in the redemption of its credit 
money, its gold reserves would also quickly be exhausted. 

Again, the excessive issue of bank notes might bring about a similar 
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not the result of the depreciation of the foreign exchange value of their 
currencies, and that the natural or normal exchange value of the cur- 
rency was the purchasing-power parity rate, which might be calculated 
by comparing the relative rise of prices in the paper-money countries 
and the gold-standard countries, notably the United States from 1914 
to 1933. The rise of prices in the paper-money countries was held to be 
due to the increase in the quantity of money issued, and according to 
the quantity theory of money, this rise tended to be in proportion to the 
increase in the total amount of money in circulation. 

If, then, Germany, for example, doubled the amount of money issued, 
one might naturally expect, with certain qualifications noted in our 
discussion of the quantity theory of money, that prices in Germany 
would double, and that, in the absence of a rise of prices in gold-stand- 
ard countries, the value of the mark in gold currencies would decline 
to half the former rate, and, if the amount of money were increased a 
hundred fold, the foreign exchange value of the mark would decline to 
one per cent of its former level. If prices in gold-standard countries 
also had risen, the decline in the e.xchange value of the mark would be 
less. 


14. CALCXTLATrXG THE POKCU.VSING-POWER PARITY RaTE 


The purchasing-power parity theorists devised a formula for calculat- 
ing the purchasing-power parity rate of exchange as follows: 

Index number of prices in gold-standard country X mint par 
Index number of prices of paper-standard country 


The application of this formula may be made clear by an e.xample. 
It may be assumed that the relative prices in the United States and 
England in 1913, when both were on the gold standard, had become 
adjusted to the mint par of exchange of S4.8665 to the pound, and to the 
existing custom duties and transportation charges. In January, 1921, 
the index number of the United States Bureau of Labor Statistics stood 
at 170, indicating a rise in prices of 70 per cent since 1913, and the 
British index number of the Statist stood at 232, indicating a rise in 
prices in England of 132 per cent since 1913. Applying the formula, 
we get: 


170 X S4.8665 
232 


= 83.566 


The purchasing-power parity of the pound was, therefore, at this 
time $3,566. The actual average market rate of cables in New York 
in January, 1921, was $3,742; the purchasing-power parity rate was 
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the movement of goods from one country to the other which would 
naturally take place if the only consideration were the relative prices 
in the two countries. Finally, in this connection, it would take a very 
considerable change in relative prices to reverse the flow of scrap iron, 
let us say, from New York to London, to a flow from London to New 
York — the change would have to be at least equal to the cost of trans- 
portation from New York to London plus the cost of transportation 
from London to New York, a cost greater than, but comparable to, the 
cost of exporting or importing gold which determines the width of 
fluctuations in exchange between two gold-standard countries. It is 
only natural that the market rate of exchange determined by purchasing- 
power parity should fluctuate more widely about the purchasing-power 
parity rate than the market rate between two gold-standard countries 
fluctuates around the mint parity. In the one case deviation from par- 
ity can be corrected only by the flow of more or less bulky commodities 
subject to high transportation charges and import restrictions; in the 
other case the deviation from parity, if it proceeds beyond the gold 
points, is corrected by the flow of gold subject to small transportation 
charges and normally subject to no import or export restrictions. 

The value of the purchasing-power parity concept depends upon the 
use to which it is put. It would not be particularly useful to a speculator 
in exchange if he undertook to forecast changes in the market rate by 
comparing the curient market rate with the purchasing-power parity 
rate. If, for example, the speculator observed that the market rate was 
below the purchasing-power parity rate, and for that reason expected 
it to rise and bought exchange on this basis, he might suffer a loss instead 
of making a profit. Instead of the market rate rising, the purchasing- 
power parity rate might fall as a result of additional issues of paper 
money and a rise in prices in the country of issue. On the other hand, 
the purchasing-power parity theory represents a basis of argument to 
refute certain fallacious arguments in respect to the relation between 
rates of exchange and prices. 

16. Relation Between Domestic Phices and Foreign 
Exchange Rates 

During and after the World War the public officials responsible for 
the inflation of the currency through the issue of government paper 
money and bank notes of the central banks were loath to admit that 
they could be blamed for the rise in prices and the depreciation of their 
currencies in the foreign exchange markets. Therefore, they developed 
the following cause-and-effect argument: 
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gefc less in terms of American money for their goods and would therefore 
export less. Here are two correctives of the rise in dollars in terms of 
francs which would tend strongly to put an end to the rise, provided no 
more money had been placed in circulation in France, thus causing or 
permitting a rise in French prices. 

Everything considered, the idea that the rise in prices in the European 
countries during the paper-money episode of the World War and after 
was the result of a decline in the foreign exchange value of their cur- 
rencies, and the inflation of the currency was the result and not the cause 
of the rise in prices, seems far-fetched. Doubtless in particular cases 
prices rose as a result of the decline in the rate of exchange, but in the 
main the lino of causation was the reverse. First the countries inflated 
the currency and abandoned the gold standard. Prices rose in terms of 
the inflated paper currency, and the foreign exchange value of their cur- 
rencies feU roughly in proportion to its purchasing power in the domestic 
markets, which was, as is attested by statistics roughly, in proportion 
to its increase in quantity. More precisely, in the early stages of infla- 
tion the paper money depreciated less rapidly and in the later stages 
more rapidly than it increased in quantity. This increasing rate of 
depreciation resulted from increasing distrust of the currency and con- 
sequent increasing velocity of circulation, as everyone passed it on as 
quickly as possible. It was not dependent upon international exchange 
rates. The rate of depreciation would have been similar in an economi- 
cally isolated country as in one with international trade. The actual 
process of inflation in England, France, and Germany and its relation to 
unbalanced budgets will be described in Chapter XXVI. 

17 . Deprkciated Cukrency ^vnd Foreign Trade 

Another important question needs to be considered here: Does the 
depreciation of a country's currency in terras of gold or of the currencies 
of other countries give it an advantage in international trade competi- 
tion, so that it may undersell its competitors and enlarge its sales in 
foreign markets? Many contend that it does, and at times it seems 
that they are correct. If a country can gain such advantages by the 
depreciation of its currency, then, strange as it may seem to one accus- 
tomed to believe in the virtues of good money, bad money may serve 
better than good, and a currency may be debased to the advantage of 
the national welfare. A careful consideration, however, of all the factors 
concerned leads to the conclusion that whatever advantages seem to be 
gained in foreign trade by means of a depreciated currency either are 
unreal or merely temporary. 
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depreciation, and other exi)enses of production. Quite obviously the 
advantage of foreign trade gained in this way is a very doubtful one, and 
perhaps best not gained. 

In our example showing the application of the formula for determin- 
ing purchasing-power parity, we used the United States, at the time a 
gold-standard country, and England, a paper-standard country. The 
formula may be applied a.s well in calculating the purchasing-power 
parity of two pai)er-standard countries, ns Germany and France in 1922, 
using in the formula the mint ratio between the two countries ivhen 
both wore on the gold standard. 

Since prices in a paper-standard country tend to varj”^ with the quan- 
tity of paper money placed in circulation, ami since this tends to vary 
more than the quantity of a currency ba.scd on and redeemable in gold, 
it follows that prices in a paper-standard country will fluctuate more 
violently tlnm in a gold-standard country, unlci^s a successful plan of 
"managing” tlio currency is developed to keep prices stable. Exchange 
rates between a paper-standard country and a gold-standard country 
will, therefore, in the absence of a successfully "managed currency,” 
fluctuate more than exchange rates between two gold-standard countries, 
and cxchtuigo rates between two paper-standard countries will fluctuate 
even more than those between one paper-standard and one gold-standard 
country, since in this c:isc the theoretical purchasing-power parity ex- 
change rate will tend to be the function of two extremely variable vari- 
ables. And the market rate, as previously indicated, may for various 
reasons fluctuate even more widely than t ho purclutsing-power parity rate 
around which it revolves. Widely fluctuating exchange rates hamper the 
conductor international trade, since importers and exporters must under 
such conditions jissurao, not merely the ordinary risks of trade, but the 
additional risks involved of great and sudden changes in the rate of 
exchange, not to mention also the great and sudden changes in prices 
within their own country. In Germany, for example, in 1922, any 
business man importing goods from France could guess only roughly 
both at the prices he would receive in marks for the imported goods and 
the number of inarlcs he would have to pay for a draft for a given number 
of, francs payable in Paris. With these remarks we must bring to a close 
this discussion of purchasing-power parity and exchange rates — a 
subject having so many ramifications that a fuller discussion would be 
justified if space permitted — and pass on to a consideration of the rela- 
tion between the rates on bankers’ sight bills and other forms of c.x- 
change, particularly cable transfers and bankers’ long bills. 
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as his funds are worth to him in New York for ten days. From this 
point of view the New York rate of lucerest would seem to be the con- 
trolling rate. For a more detailed and technical consideration of this 
interesting point, the reader is referred to treatises on foreign exchange. 

The difference between the rates on commercial sight bills and com- 
mercial time bills involves the same points. The banker buying a com- 
mercial sight draft pays out his money today and gets credit for the bill 
when presented at his correspondent bank in London some ten days 
later. With the sLxty-day bill, however, payable sixty days after sight, 
he must wait for credit in London for about seventy days, ten days for 
the bill to arrive, and sixty days after that, provided he holds the bill to 
maturity. If he sells the bill, he may, of course, obtain his money when 
the bill is sold, but in that case he will receive only the discounted value 
of the bill. In any case the time bill will sell below the sight bill — the 
difference depending upon the number of days it runs and the rate of 
interest either in New York or London. 

The primary purpose of this chapter has been to present those funda- 
mental principles of foreign exchange, some understanding of which is 
requisite for a proper comprehension of the problem of maintaining a 
sound banking system. Many technical details which would be found 
in a treatise on foreign exchange have not been given. But the relation 
between the mint rate or par of exchange and the market rate, and the 
relations between the rates on bankers' bills and commercial bills, on 
sight bills and time bills, on sight bills and cable transfers have been ex- 
plained. The natural results flowing from a persistent excess of pay- 
ments due from one country to others over and above payments due to 
it from others have been pointed out — the gold exports, the restriction 
of bank credit, the rising rates of interest, and the falling prices. It has 
been explained further how inflation of the currency by government 
paper money, or excessive expansion of banlc credit may force a country 
off the gold standard, and how rates of exchange are determined between 
a country on a paper-money standard and other countries on either a 
paper or a gold standard, this explanation involving a somewhat de- 
tailed consideration of the theory of purchasing-power parity. Finally, 
the evil influence on international trade that grows out of departure 
from the gold standard and the substitution therefor of the paper-money 
standard with its fluctuating prices and changing rates of exchange, has 
been duly emphasized. 
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are essentially time deposits, and are not subject to withdrawal without 
notice, except by express permission of the bank as an act of accommo- 
dation to the depositor. 

Savings bank deposits ordinarily represent savings of the depositors, 
usually persons of small incomes who desire to lay something aside for a 
rainy day, but cannot readily save enough in a short time to invest in 
stocks or bonds or other types of investments requiring considerable 
sums of money at a given time. Commercial banlc deposits, on the other 
hand, while they may represent savings of persons of small means, nor- 
mally represent temporarily unused funds of business men or the imused 
portion of monthly or weekly salary checks of other persons, designed 
to be spent for current living expenses or presently invested. In a large 
measure, too, demand deposits of commercial banks represent the pro- 
ceeds of loans made by the banks to their borrowers in the form of de- 
posits subject to check, while savings bank deposi s do not originate in 
this way. Interest is regularly paid on savings banlv deposits, and quite 
properly so, but is not usually, and should not, be paid on demand de- 
posits of commercial banks. Savings bank deposits are made for two 
main purposes — first, to insure the safety of the principal of the de- 
positors, who may believe a deposit in a bank to be safer than a hoard 
in a tin can on a shelf or a hole in the cellar, and second, to obtain the 
interest paid, ranging in the United States usually from two to five 
per cent of the sum deposited. 

The savings bank is enabled to pay interest on its deposits for the 
reason that it invests the sums deposited in interest-bearing bonds and 
mortgages and to a lesser extent in other forms of loans and investments. 
Savings banks can safely invest a larger proportion of their funds in 
long-term investments than can commercial banks for the reason -that 
the former are less lilrely than the latter to be called upon to pay out 
large sums of deposits within a short time. They can get along with a 
smaller cash reserve and also with a smaller secondary reserve in short- 
term promissory notes or other forms of commercial paper. Since real 
estate loans and long-term bonds normally average a higher net yield 
than short-term loans and investments, it follows that savings banks 
can invest their funds to better advantage than the commercial bank. 

In the United States we have, in addition to the Postal Savings Sys- 
tem to be discussed in the next section, two important types of savings 
banks, namely, the mutual savings bank and the stock savings bank. 
Moreover, a large proportion of our commercial banks and trust com- 
panies have in recent years opened a savings bank department and 
through this department conduct a savings bank business. 
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matched by withdrawals, so the fund did not accumulate rapidly at any 
time and was loss in 192S than in 1919. On the whole during this period 
the Postal Savings System had not proved to be of very great impor- 
tance. But with the increase in baiilc failures and the growing fear of 
more failures in 1930 to 1932, the deposits by the postal savings depos- 
itors increa.scd rapidly, standing at §3-17,417,000 on June 30, 1931, and 
at §784,819,000 a year later. The increase of $437,403,000 during this 
year was the result of deposits made during the year of §873,882,000 as 
against withdrawals of §130,-179,000. This large increase in postal sav- 
ings deposits was the result of transfers of deposits from other banks 
rather than of deposits of hoarded money, and the increase would have 
been greater had it not been for the §2500 limit on deposits. The large 
sum deposited in the Postal Savings System was not lost to the other 
banks because most of it was redeposited in those banks by the Govern- 
ment. Presumably if the system had not been in operation much of this 
money would have been hoarded. 

4. Trust Co.mpanies 

A trust company acting merely as such is a specialized financial insti- 
tution performing a variety of fiduciary functions distinct in nature from 
the ordinary operations of a commercial bank. In the United States, 
however, trust companies, so-called, have engaged extensively in com- 
mercial banking operations, and at the same time commercial banks have 
performed trust company functions, so that in practice the distinction 
between trust companies and commercial banks has been in large 
measure lost. 

On June 30, 1932, the number of loan and trust companies in the 
United States was 1235, as compared with 10,455 state commercial 
banks and 6150 national banks. The resources of the trust companies 
on that date amounted to §13,119,000,000 as compared with total re- 
sources of all banivs in the United States of 857,245,000,000. How im- 
portant were the commercial banldng operations of the trust companies 
is indicated by the fact that their demand deposits on June 30, 1932, were 
85,285,000,000, as against total demand deposits of ali banlcs in the 
United States of §16,406,000,000. Trust companies have engaged 
largely also in savings banlc business and in the business of investment 
banking. But it is with their functions as tnist companies proper that 
this section is concerned. 

The term “trust company” has been applied to these concerns be- 
cause they have presumably been organized primarily for the purpose 
of acting in the position of a trustee in trust agreements. A trustee is 
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When the transfer agent receives a certificate for transfer and regis- 
tration, he cancels the old and issues a new certificate to be registered 
in the name of the new owner. Both the old and the new certificates are 
then turned over to the registrar whose duty it is to examine the old cer- 
tificate to see that it is genuine — certificates are sometimes counter- 
feited — and to register the new certificate in the name of the owner. 
By the process of registration the name of the new owner is not only 
properly recorded on thc[]books of the corporation, but it is printed also 
on the face of the certificate, which is not transferable unless endoraed 
in the presence of a witness. Such an unendorsed certificate legally be- 
longs to the person whose name is inscribed upon it regardless of who 
may hold physical possession of it. 

Although corporations could themselves perform all the details of the 
work of the transfer agent and the registrar, it has become customary to 
appoint trust companies as transfer agents and registrars. By appoint- 
ing separate transfer agents and registrars, who may act as checks on 
one another, the danger of the issue of fraudulent certificates is mini- 
mized. It is obvious that any mdespread counterfeiting of corporation 
stock certificates or the issue of many fraudulent certificates would de- 
moralize the securities market and make it more difficult for corporations 
to raise capital. 

When a corporation raises capital by the sale of a bond issue, these 
bonds are normally distributed among many investors. To secure the 
whole issue of bonds the corporation may give a mortgage on its real 
estate or some other type of security or collateral. Obviously, it is not 
feasible to distribute this security among all the investors who may have 
purchased the bonds. It is necessary to appoint a trustee to hold the 
mortgage or other collateral in the interest of aU the investors protected 
by it. Usually trust companies are chosen as trustees in cases of this 
kind, and this represents an important function of these companies. 

5. Investment Banking 

In discussing investment banidng it is customary to use the term 
“investment banker” rather than the term “investment bank,” for the 
reason that in this branch of banking the partnership rather than the 
corporation is the usual form of business organization employed. We 
are concerned here with natural persons and not with those artificial 
persons called corporations. The investment banker is a specialized 
type of banker whose main business is the advancing of large sums of 
money to governments in exchange for their bonds and to corporations 
and other similar forms of busmess organizations in exchange for their 
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All five of the investment banking houses, members of the syndicate, 
have in past operations built up a retail selhng organization of banks, 
and through these they distribute the bonds to the general investing 
public. The retailers pay the syndicate members 98 for the bonds and 
sell them at par. If the deal goes through smoothly as planned, the 
originating house earns a commission of one per cent of par on the whole 
issue, or §500,000, as a reward for originating the business, and two per 
cent of par on its $10,000,000 share of the syndicate deal, or $200,000, 
making $700,000 in all. Each of the other syndicate members earns a 
commission of two per cent on $10,000,000 worth of bonds, or $200,000, 
and the retailers earn two per cent on the respective amounts of bonds 
which they sell. If, however, the bankers have misjudged the market 
for bonds and are able to dispose of the whole lot only by offering them 
to the general public at, let us say 90, they suffer a huge loss. 

The profit indicated is not net profit, but merely gross profit. For 
the proper conduct of its business the investment banking house requires 
a staff of experts — engineers to report on the condition of the.physical 
property of the borrowing corporation; accountants to examine its finan- 
cial condition; and lawyers to dig into the legal aspects of the business. 
The investment banker, if he is to continue in business, caimot afford to 
sell to his clients many issues of securities which later turn out to be bad 
investments. 

Investment bankers, when they conduct their "business properly, 
perform some very useful services including the followingy" 

1. They supply governments and corporations with funds in many 
cases more promptly and economically than the borrowers could obtain 
these funds in other ways. This is because they are specialists in the 
sale of securities and have built up an efficient organization for the pur- 
pose. The commission which they earn, and which seems to be a deduc- 
tion from the loan diverted out of the treasury of the borrowers into their 
own, tends to be less than the cost to the borrowers of organizing a selling 
force of their own. This statement does not, of course, hold true of an 
offering of bonds of the United States Government, when the public is 
eager to buy and no selling pressure needs to be exercised. 

2. They supply investors with new issues of securities which may be 
bought \vith assurance that they have been e.xamined with care by a 
staff of experts who would not have approved their issue if they had not 
been considered economically, financially, and legally sound. The 
yield on such new issues may be more generous than on outstanding 
issues which may be bought in the open market, but, even if this were 
’not so, if no new issues were brought out, the supply of outstanding 
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as an intermediate agent in supplying business men with funds which 
may safely be sunk in plant and equipment — long-term capital. It is 
not necessary for him to demand the sudden return of the funds he trans- 
mits to business men because of demands made upon him for their return 
to the ultimate investor. No such demands can be made in the nature 
of the case. On the other hand, the commercial banker must always 
have a largo proportion of his resources so invested that they may be 
recalled promptly to meet the demands of his depositors. His funds 
must be provided, one might say, with round-trip tickets. They must 
always be prepared to return from the conamitment in which they have 
been placed. When the depositors clamor for their money, however 
unreasonably, they must be paid or the bank must close its doors. 

Since these two lands of banking are so dissimilar in nature, it is obvi- 
ous that danger lurks in their combination in the hands of a single con- 
cern. Despite this fact, our commercial banks, particularly our large 
metropolitan banlcs, in recent years engaged e.xtensively in investment 
banking operations, doing so in many cases by evading laws of the State 
and Eederal Governments prohibiting such a combination of functions. 
Investment banldng houses in turn engaged also in commercial banking 
operations and developed a demand deposit business. Concerning the 
abuses that arose out of such practices and the new legal restrictions 
laid upon them, we shall have more to say in a later chapter. 

Although investment bankere should not engage in commercial bank- 
ing, they may legitimately use the services of commercial banks. In the 
interval between the time the investment banker pays a corporation for 
an issue of bonds and the time these bonds are resold to the ultimate in- 
vestor, he may require a loan to supplement his own capital. In such cases 
he may obtain a short-term loan from a commercial bank, depositing the 
bonds temporarily as security for the loan. Out of the proceeds of the sale 
of the bonds he may then liquidate such loans. Obviously commercial 
banks should make such loans in moderation and with circumspection.^ 

7. CojniEKCiAn-PAPEB Houses 

The work of commercial-paper houses is lilce that of investment bank- 
ers in that they facilitate the transfer of funds from a group of investors 
to large corporations. But while the investment bankers deal for the 
most part in long-term securities — stocks and bonds — the commercial- 
paper houses deal in short-term loans, and the credit instrument used is 
called “commercial paper.” The term “commercial paper” used in 
this sense has a narrow technical meaning, and must be distinguished 

■ Soo pp. 704-705 for an explanation of tho restrictions imposed on bank security and 
underwriting operations by the Banking Act of 1933. 
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also bo bought by the federal reserve banks, as will be explained later, 
and by any other investors who desire this sort of investment in lots of 
$5000 or more. 

The chief advantage of this mode of borrowing to a corporation is that 
in some cases it is thereby enabled to borrow larger sums and at a lower 
rate of interest than would be possible at its commercial bank. The sum 
required by the corporation might exceed the amount its bank would be 
permitted to lend to any one person or concern at any one time, which 
for national banks and state banks in some states has been ten per cent 
of their capital and surplus. As for the rate of discount, the demand 
for prime commercial paper is sometimes so strong that, even after 
making allowance for the commercial-paper house’s commission of 
one fourth per cent, the rate of discount is lower than the rate on loans 
to their customers at the commercial banl^s. Moreover, there is a bank- 
ing custom which requires the customer of a bank to maintain a certain 
minimum deposit, perhaps twenty per cent of the customer’s line of 
credit, so that a borrower obtaining a loan of $1,000,000 might be re- 
quired to leave $200,000 of it on deposit, unused. 

There is some controversy as to the importance of the advantages 
gained by business concerns in such open-market borrowing as compared 
with ordinary banlc loans. If one may judge from the statistics on the 
amount of commercial paper outstanding as compared with the total 
amount of bank loans, the advantage is not very marked. At no time 
during the last ten years has the total amount of commercial paper out- 
standing represented a considerable fraction of the amount of bank 
loans, and in recent years its relative importance has tended to dwindle. 
At the end of June, 1925, for e.xample, the amount of commercial paper 
outstanding in the United States was $759,000,000, while the total loans 
of all member banks of the Federal Reserve System were $20,655,000,000. 
At the end of June, 1929, before the industrial depression had got under 
way, the amount of commercial paper outstanding had dwindled to 
$274,000,000, while the amount of member bank loans had grown to 
$25,658,000,000. There was a substantial increase in the amount of com- 
mercial paper in 1930 and 1931, but after that the amount outstanding 
declined again until in 1932 it fell below $100,000,000. 

The fact that the total business available is relatively small and that 
what there is of it can be handled advantageously only in relatively large 
amounts explains why there are so few commercial-paper houses in the 
United States. Most of the business is done by a dozen or less of large 
houses with their branches, and the remainder by a somewhat larger 
number of smaller houses. 
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must be considered, namely, the loans made by banks to brokers, the 
loans made by banks to their own customers, and the loans made by the 
banks to traders in securities on the account of others. Consider first 
the loans made by banks to brokers. 

A large proportion of trading in stocks is done on margin, for strictly 
speculative purposes. A hypothetical case will e.vplain what is meant. 
A speculator buys through a member of the stock exchange a batch of 
stock exceeding in value his own available funds, to be held for a turn, 
perhaps for only an hour, perhaps for a day, a week, or a month, depend- 
ing upon the action of the market. He places in the hands of the broker, 
for example, $6000 with an order to buy for his account 100 shares of 
American Can at 100, the total value of the stock being then $10,000. 
The broker must pay for the stock in full, and either must advance the 
difference between the “margin” put up by the customer and the 
amount paid for the stock, $4000, or borrow that sura. The usual 
process is to pledge the stock piu-chased for a loan at a commercial bank, 
particularly when the market is active and the broker’s own funds are 
inadequate. Such loans may be call loans, payable upon twenty-four 
hours’ notice, or time loans, running perhaps three or four months. In 
any event, the bank insists upon the loans being properly secured, and 
if the stocks pledged as collateral decline in value, the banks will demand 
either that more collateral be pledged or that the loans be reduced. The 
broker, in turn, will demand of the purchaser that he put up more mar- 
gin. Under the Securities Exchange Act of 1934 the maximum loan 
on securities is fixed at 55 per cent of the current market price, or 100 
per cent of the lowest price in three years, whichever is liigher. 

Many investors and speculators who have a line of credit at a bank 
prefer to borrow directly from the bank in order to carry stocks in e.x- 
CCS3 of the amount they can buy with their own funds rather than obtain 
such loans from brokers. It is held by some writers that this class of 
borrowers is of a more solid type than the class that deals on margin 
directly with brokcis, and that their commitments are more Ukely to bo 
for the “long puU” than the commitments made directly tlirough the 
brokers. However tliis may be, the effect upon the stock market and 
upon the baiilrs is much the same as if these loans \verc made through 
the brokers. 

The third-named class of stock-market loans developed on a large 
scale in 192S imd 1929 near the ajjcx of the long-drawn-out bull market 
of 1922 to 1929. They grew largely out of the circumstance tliat many 
large corponitions bad accumulated from net earnings or sale of their 
securities large sums of money which were not at once required for iK'r- 
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and dividends on their own stocks and bonds. Investment companies 
of this type developed on a considerable scale in the United States only 
after 1924. The number of investment companies grew rapidly from 
1924 to 1929, and about $4,000,000,000 of capital was invested in them 
by the purchasers of their securities, mainly common and preferred 
stocks and trust certificates. This enormous sum was in turn invested 
by the investment trusts in securities of other corporations, mainly in 
the common stocks of our leading industrial, railroad, and pubhc utility 
corporations. For the most part these investments were made near the 
apex of the great bull market which collapsed disastrously in 1929, with 
the result that the investors in the trust securities soon had a realized or 
paper loss of the major part of their investment. 

The investment trusts vary in form of organization, but as developed 
in the United States they fall into two main classes, namely, the fixed 
trust and the management trust. The fixed trust raises its capital by 
the sale to the general public of its trust certificates — that is, certifi- 
cates of participation in the assets and income of the trust. The funds 
thus raised, less a substantial management fee, are invested in a specified 
list of common stocks of corporations. These stocks are then placed in 
the hands of a trust company to be held in the interest of the trust cer- 
tificate-holders. Thereafter the market value and the income of the 
certificates will vary with the market value and the income of the stocks 
thus held in trust. The trust agreement is to the effect that there shall 
be no buying and selling of underl 3 /Tng securities except in some specified 
contingency, as when dividends are discontinued on any of the stocks 
held, in which case the .shares of this stock may be sold and the pro- 
ceeds distributed among the certificate holders. 

The management trust is an investment and stock trading company 
rather than a trust. The management may trade in stocks with the 
money of their stockholders as they see fit — like any ordinary specu- 
lator buying today and selling tomorrow. 

The investor is supposed to derive two advantages from this mode of 
investment. He obtains the advantage of diversification by having his 
money invested in numerous corporations even though he may have 
only a few hundred dollars to invest, and he enjoys the advantage of 
having his investment managed by competent specialists in investment. 
In the case of the fixed trust, the management is limited to the original 
choice of the specified securities; in the case of the management trust, it 
is unlimited. In respect to the advantage of diversification — it may 
easily be overrated. An investor with the sum of one thousand dollars 
to invest can diversify by buying only one or two shares in a list of several 
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for tho risk a&iunieci by the compiinies of having to pay back in some 
cases more than they receive. Some policy-holders, or their heirs, 
receive more than a fair return on the investment or savings made, and 
others receive less. Insurance companies may be said to compete with 
savings banka for the sjiviugs of the people. They do not in the same 
sense compete with the investment banker, for the reason that a large 
proportion of their funds arc ultimately invested in tho product of the 
investment banker — corporation bonds. Insurance companies com- 
pete with commercial banka in the field of investment; they buy to a 
considerable e.xtent the same type of investments in which commercial 
banks invest some of their funds — that is, bonds and mortgages and 
short-term commercial paper. 

13. BuiLOLva AND Loan .iVssocuTioNS 

Building and loan associations represent a form of co-operative credit 
institution and the only type of co-operative credit institution that has 
developed on a large scale in the United States. Tho funds of the 
building and loan association are employed mainly in making loans to 
its members for the purpose of building or buying a house, ordinarily 
as a home and not merely as an income-yielding investment. Tho funds 
are derived mainly from tho sale of slock in the association on the 
installment plan. Dividends on full-paid stock can be paid out of in- 
terest received on the loans. Not all stockholders of tho association need 
be borrowers from it. Some may buy stock merely as an investment 
without intention of applying for a loan. Usually, however, borrowers 
must become stockliolders as a condition of obtaining loans, and as they 
pay their regular installments on their stock they arc in effect gradually 
liquidating their loans. Loans made are usually secured by real estate 
and the pledge of the building and loan stock itself, the security covering 
the amount of the loan by ample margin at the time the loan is made. 

Where these concerns have been well m-anaged — and their record on 
the whole in this respect is good — their shares have proved to bo good 
investments, yielding a substantially higher return than savings banks 
deposits or government bonds. Their expenses are small and almost the 
total return from loans accines to tho benefit of the stockholders. Often 
the demand for loans is greater than the supply of funds available, and 
borrowers under the system used compete for loans by offering pre- 
miums above the regular rate of interest — those offering the highest 
premiums obtaining the loans. Another source of income has been the 
penalties applied to subscribers of stock on the installment plan who 
have not properly kept up their payments. As a result of these various 
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Federal Government. By an Act of Congress of April, 1934, the princi- 
pal as well as the interest of these bonds was guaranteed by the Govern- 
ment. In brief, the plan of relief involved the exchange of these bonds 
for the privately owned mortgages on homes. It was expected that the 
holder of the mortgage would agree in some cases, at least, to cut down 
somewhat his claims, on the assumption that the bonds represented 
a safer investment than a not very adequately secured mortgage. 
Naturally, many mortgage-owners did not relish the idea of relinquishing 
a mortgage yielding six per cent or more for a somewhat smaller amount 
of four per cent bonds, particularly in view of the fact that the market 
price of the bonds sagged substantially below par. 

15. Federal Land Brinks 

The peculiar credit needs of the farmer have never been quite ade- 
quately met by commercial banks, investment bankers, building and 
loan associations, insurance companies, and other privately owned and 
operated financial institutions. To meet the farmer’s needs more 
adequately, special types of banks have been provided by federal 
legislation, namely, federal land banks, joint-stock land banks, and 
intermediate credit banks, each of which may be briefly considered. 

The federal land banks were devised for the purpose of making long- 
term mortgage loans to the farmer for such purposes as the original 
purchase of a farm, the purchase of an additional piece of land, or 
the construction of expensive durable improvements such as barns, or 
drainage systems. Such loans, of course, could in many cases be had 
from retired farmers and other individual local money-lenders familiar 
with the mortgaged property, from local agents of large insurance 
companies, and to some extent from local commercial banks, wliich some- 
times unwisely made e.xcessive loans of this type. But interest rates 
were usually relatively high, convenient terms of payment could not 
always be arranged, and sometimes loans were not available at all. 

Under the Federal Farm Loan Act of 1916 twelve federal land banks 
were established, one in each of twelve land-bank districts. The banks 
were placed under the supervision of the Federal Farm Loan Board, 
composed of the Secretary of the Treasury and six other members. 
Each federal land bank was managed by a board of seven directors, of 
whom three were appointed by the Federal Farm Loan Board, and three 
elected by the farm loan associations to be described below; one was 
to be appointed by the Farm Loan Board from a list of nominees sub- 
mitted by farm loan associations. Each land bank had a capital to 
start with of $750,000, divided into $5 shares to be purchased as far as 
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end of September, 1932, the total amount of federal land bank mortgage 
loans outstanding was only 31,128,530,000, or a little more than one 
tenth of the total farm mortgage indebtedness at the time, and less than 
the amount of farm mortgage loans held at the time by insurance com- 
panies. It is probable that the usefulness and growth of the federal 
land bank loan system was severely hampered by the provisions of the 
law requiring farmers to organize local co-operative associations as a 
condition of obtaining loans. American farmers do not co-operate 
readily, and many potential borrowers from the land banks did not 
understand the farm loan associations and disliked the idea of investing 
money in their stock. 

In 1933, as part of the emergency legislation of the Roosevelt Admin- 
istration, the Federal Farm Loan Act was amended in order to provide 
more liberal credit facilities for the farmer. The market price of the 
regular federal land banlc bonds having fallen so far below par that new 
4 per cent issues could not be sold e.xcept at a very substantial discount, 
the new law provided that until such time as the regular farm loan bonds 
were readily salable to yield not in excess of 4 per cent a year, federal 
land banks might issue farm loan bonds bearing interest at 4 per cent 
a year to the amount of $2,000,000,000, the interest on these bonds to be 
guaranteed by the Federal Government. Funds so raised were to be 
used for making new loans or for purchasing old mortgages, or the bonds 
themselves might be exchanged for existing mortgages. An important 
provision of the amended law was that loans might be made to the 
amount of fifty per cent of the “normal” value of the land and twenty 
per cent of the value of the improvements, this sum being, of course, in 
excess of the depressed market value of the land in 1933. It was further 
provided that interest charged on such loans should not exceed 4.5 per 
cent a year and that no payment on the principal should be required for 
five years. If no federal farm loan association had been formed in any 
locality, the federal land bank was authorized to make loans under certain 
conditions directly to the individual farmer. 

By an Act of Congress of January 31, 1934, further provision was 
made for farm loans by the establishment of the Federal Farm Mortgage 
Corporation with a capital of $200,000,000 subscribed and orvned by the 
United States Government. The Corporation was authorized to issue 
bonds to the amount of $2,000,000,000, guaranteed as to principal and 
interest. The Corporation may exchange its bonds for consolidated 
farm loan bonds issued by the federal land banks, and may also make 
loans to federal land banks on the security of consolidated farm loan 
bonds. No additional bonds with interest guaranteed by the Govern- 
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than the ordinary farm mortgage. Farmers require such intermediate 
term loans to finance the feeding of livestock, the purchase of agricul- 
tural implements, and even the growing of crops. For example, be- 
tween the time a farmer buys a bunch of calves and the time he markets 
them as corn-fed steers, a period of two or three years may elapse. 
Loans of this type when obtained from local banks might be called at 
an inconvenient time, and when obtained in the form of credit from 
local merchants tended to involve high interest charges. 

While the intermediate credit banks were not to make loans directly 
to farmers individually, they were to advance funds to them indirectly 
in two ways. First, they were authorized to discount for or purchase 
from banks, agricultural credit associations, livestock companies, or 
co-operative marketing associations, notes, drafts, or bills of exchange, 
the proceeds of which had been advanced or used in the first instance 
for agricultural purposes. Under this provision of the law the inter- 
mediate credit banks were enabled to discount for commercial banks 
agricultural paper not eligible for rediscount at the federal reserve banks, 
as discussed in later chapters, and thereby made it possible for these 
banks in turn to extend loans more freely to their farmer customers. The 
second method of advancing funds to agricultural interests consisted in 
the making of direct loans to co-operative associations engaged in 
producing and marketing staple agricultural products or livestock, up 
to seventy-five per cent of their value, the security in this case being 
notes collateraled with warehouse receipts, shipping documents, or 
mortgages on livestock. 

It may be observed that while these many-sided and elaborate pro- 
visions made for agricultural credits showed good intentions toward the 
, farmers and have proved very useful in many cases, they have tended 
to overemphasize the importance of special credit facilities for agricul- 
ture and have distracted attention from the more fundamental difficulties 
of the farmer. Certain additional provisions relating to agricultural 
credits in the emergency legislation of 1933 will be omitted from con- 
sideration here for lack of space. But attention must be called to the 
President's executive order of March 27, 1933, which consolidated the 
Government’s various credit agencies to form the Farm Credit Adminis- 
tration. This order was issued in the interest of efficiency and economy. 
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2. Some E^vkey Banks in the United States 

A more useful and sounder institution than such colonial banks was 
the Bank of North America, sometimes called the first bank in the 
United States. It was chartered by Act of the Continental Congress in 
1781 with a capital of §400,000, most of which was subscribed by the 
Government. It was planned by Robert Morris, the Superintendent 
of Finance, for the purpose of giving financial support to the Govern- 
ment. While most of the capital was subscribed by the Government, 
it was a privately operated bank and not a government institution. 
It rendered great public service during the later years of the Revolution- 
ary War by extending loans to the Government and by discounting the 
notes of individuals who held claims against the Government. 

The bank issued notes redeemable in Spanish dollars and these cir- 
culated at par. Doubt having been expressed as to the power of Con- 
gress to grant a bank charter, the Bank of North America obtained a 
charter from the State of Pennsylvania rmder which it operated until 
1864, when it once more obtained a national charter upon entering the 
National Banking System. 

Two other early banks in the United States were the Bank of Massa- 
chusetts, chartered in 1784 and located in Boston, and the Bank of New 
York, located in New York City, which began business in 1781. These 
two banics were the forerunners of the very large number of state banks 
established in later years. 

3. The First Bank of the United States Established 

The First Bank of the United States was established by an Act of 
Congress of February 25, 1791, entitled “To incorporate the subscribers 
to the Bank of the United States.” It may not be amiss to remark 
that this bank became known as the First Bank of the United States 
only after its charter had expired and it became necessary to distinguish 
it from its successor, the Second Bank of the United States. During 
its lifetime it was known merely as The Bank of the United States. 
This bank was established by Congress in accordance with suggestions 
made by Ale.xander Hamilton in his report on the subject of a national 
bank read in the House of Representatives in December, 1790. In 
his report Hamilton stated his convictions that a national bank would 
be an institution of primary importance to the successful administration 
of the finances of the country. He pointed out the advantages that had 
accrued to the Government and to business from the development of 
banks in Italy, Germany, Holland, England, and France. A bank such 
as he proposed would be useful, he argued, in various ways: 
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The bank was given the power to issue bank notes which, while not 
legal tender, were to be receivable in all payments to the United States. 
The total quantity of such bank notes issued was limited to a maximum 
of §10,000,000 by the provision that the total debts of the banlc at any 
given time, “ whether by bond, bill, or note, or other contract, shall not 
exceed the sum of 810,000,000, over and above the monies then actually 
deposited in the bank for safe-keeping.” This provision is of particular 
interest from the viewpoint of banking theory because it limited the 
note-issue liability of the bank,' while placing no limitation on deposit 
liability. The reason for this distinction was that the common concep- 
tion of bank deposits at that time was of funds actually deposited with 
the bank rather than liabilities arising from the granting of loans, quite 
analogous to bank notes. In view, however, of the fact that the use of 
checking accounts was then not so common as now, and banks did not 
so frequently make loans in the form of deposits subject to check, the 
failure of the law to limit the bank's deposit liability was less significant 
than might now appear. 

The absence of a restriction on deposit liabilities did not result 
apparently in an undue e.xpansion either of deposits or of loans. Regular 
reports of the banlc’s condition during the twenty years of its existence 
are not available, but two reports, made by Secretary Gallatin in 1809 
and 1811, show circulation of notes of §4,500,000 to §5,000,000; individual 
deposits of .$5,900,000 to $8,500,000; loans of about $15,000,000; and 
specie of about $5,000,000. How little tendency toward inflation there 
is shown by these figures will be apparent if we note that the population 
of the country was then in round numbers 7,000,000, so that the note 
issues were less than one dollar per capita, and the loans at their maxi- 
mum but little more than two dollars per capita. There were in the 
country at this time some other banks performing all three of the funda- 
mental functions of banl^s — accepting deposits, issuing notes, and mak- 
ing loans. The number of these banks increased from three in 1784 
to eighty-eight in 1811, but the total circulation was not excessive, hav- 
ing reached only $28,000,000 in 1811, or less than four dollars per capita, 
including the circulation of the Bank of the United States. This repre- 
sents only a small fraction of the per capita bank-note circulation in the 
United States at the present time, which happens to be somewhat 
excessive. 

The Bank of the United States was wisely prohibited from ownership 
of any real estate except “only such as shall be requisite for its immedi- 
ate accommodation in relation to the convenient transacting of its 
business, and such as shall have been hona fide mortgaged to it by way 
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bank was opened at Philadelphia in December, 1791, just a year after 
Hamilton had read his report on the bank to the Plouse of Representa- 
tives. Eight branches were opened, one each in Boston, New York, 
Baltimore, Norfolk, Charleston, Savannah, New Orleans, and Washing- 
ton. The location of these branches may suggest to the reader that what 
is now the Middle West, the Northwest, the Southwest and the Far West 
did not then e.vist. In the geographic terms of today, the country then 
consisted of the Northeast and the Southeast. 

I. On the whole, the bank was founded on sound banking principles and 
wisely administered, and may be said to have been a great success. The 
sound administration is to be credited in large measure to the sane views 
of the two great Secretaries of the Treasury, Hamilton and Gallatin, 
who held office during the greater part of the period during which the 
bank operated, Hamilton having been Secretary from 1789 to 1795, and 
Gallatin from 1801 to 1814. It may be added that Harailtoa’s influence 
continued to be felt in the management of the bank after he resigned as 
Secretary of the Treasury in 1795. That the bank would have been 
equally well managed under the influence of less able men is doubtful, 
as may be inferred from the unfortunate history of the Second Bank 
of the United States. This banJc was in form and powers essentially a 
duplicate of the first, only larger. But it lacked a Hamilton and a 
Gallatin, suffered disaster, and perished. 

During its twenty years of life the First Bank of the United States 
performed valuable services both for the Government and for the public 
through its stabilizing influence on the banking system as a whole, of 
which it was the most important single part. Its most important ser- 
vices to the Government consisted in the malung of loans and the transfer 
and safe-keeping of its funds. At this time the revenue of the Govern- 
ment consisted primarily of customs duties collected at the ports up 
and down the seaboard, at the most important of which the branches 
of the bank were located. The banlc’s notes were receivable for govern- 
ment dues, and duties paid in the notes of the bank at any branch might 
readily be transmitted from that branch to any part of the country the 
Government directed. 

The first of the loans made to the Government was the 82,000,000 
loan to cover the amount of the government’s subscription to the bank’s 
stock. Incidentally, this loan represented the outstanding weak feature 
of the bank’s financing; it is not in accord with sound banking practice 
to have the bank’s stockholders borrow from it the amount of their 
subscriptions. The absurdity of this mode of financing is at once per- 
ceived when it is pointed out that, if all the stockholders borrowed the 
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expired, affords sufficient evidence of the effectiveness of its restraining 
influence. 


5. Dnsmucriox or the E.vnk 

Had the bank been permitted to live through a renewal of its charter 
when the twenty-year term of its charter expired, it would doubtless 
have continued to function in an efficient manner and to exercise a 
healthy influence over the banking system of the country. With twenty 
years of c.xperience buck of it, it would probably have remained sound 
during the War of lS12-lo, and would have continued to grow in power, 
influence, and favor imtil now, after nearly a century and a half of e.x- 
perience, it might represent an institution seasoned with age and more 
capable of maintaining sound financial conditions in the country than 
the powerful Federal iloserve System, whicli during its short life has 
made grievous mistakes attributable perhaps to its youth. Unfortu- 
nately, however, the bank fell a victim to political assassination. 

There are few, if any, more depressing episodes in American history 
than the political controversies and stupidities leading to the death of 
the bank. All the pet bugaboos of a people politically immature and 
economically illiterate were drafted for the attack on the bank by politi- 
cal and business interests intent upon its destruction to serve their own 
purposes. It was alleged that the bank was controlled by foreigners; 
that its supporters bad been corrupted by the capitalists; that it was 
unconstitutional; that it trampled upon the rights and hberties of the 
people. Heaven might have saved a bank charged merely with being 
controlled by foreigners if they were not capitalists; or by capitalists if 
they were not foreigners; but Heaven itself could not save a bank charged 
with the grievous crime of being controlled by foreign capitalists, at a 
time when both foreigners and capitalists w'cre anathema among the peo- 
ple. The battle for the renewal of the charter, under the circumstances, 
was lost before it w.as begun. The bank was doomed to die, and with 
its death sound banking in the United States came temporarily to an end. 

C. The Cost of a Disoudcred Currency 

For the deliberate destruction of the First Bank of the United States 
the people were to pay dearly, and the first installment of the biU was 
not long delayed in presentation. The year after the expiration of the 
bank’s charter the second war with Great Britain began. Since no ade- 
quate provision had been made for raising funds by ta.xation, only two 
methods remained available for financing the war — the method of war 
loans and the method of government paper money. Fortunately, the 
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of some $7,000,000 in specie as a result of the liquidation of the First 
Banlc of the United States with its foreign stockholders, made suspension 
of specie payment inevitable. Suspension of specie payment by most 
banks outside of New England came in August, 1814. After suspension 
came quite naturally depreciation of the bank-note currency, involving 
great losses to the Government both directly and indirectly. The Gov- 
ernment accepted depreciated state bank notes in pa 3 nnent of customs 
duties, and the direct loss to the Government from the receipt of poor 
or worthless bank notes during the years 1814 to 1817 is estimated by 
Dewey to have been in excess of $5,000,000.* The Government sus- 
tained a much greater loss on its loans. Here a double loss was incurred ; 
first, there was a loss because the loans could not be floated at par, owing 
to the unsound financial condition of the country, and, second, payment 
for the bonds had to be accepted in the form of the depreciated bank 
notes, some of which were not worth more than sixty-five per cent of the 
face value in specie. Dewey estimates the loss to the Government from 
this source at $46,000,000, the difference between the par value of the 
bonds issued, $80,000,000, which later had to be paid with interest in 
sound money, and the specie value of the money received for the bonds, 
$34,000,000. When to these losses are added other less direct losses to 
the Government arising from price inflation and the interest paid on 
the inflated public debt, and the enormous losses inflicted upon business 
by the disordered currency, the enormity of the crime against the public 
welfare perpetrated by the destroyers of the First Bank of the United 
States stands out in startling refief. It is probably not necessary to 
remind the reader that, while the figures quoted may seem compara- 
tively small today, they were large figures at the time for a country with 
a population of only about 8,000,000 and starved for capital. Com- 
parable figures today would be a hundred times as great. 

Even worse demoralization than mere suspension of specie payment 
by the banks was threatened for a time. Heavily involved in financial 
difficulties, the Government, as pointed out in an earlier chapter, was 
gingerly beginning to tread the primrose path of paper-money issues, 
and was saved from the disastrous results of this foUy only by the for- 
timate early termination of the war. 

7. The Second Bank of the United States Estabdished 

Disturbed by the financial demoralization, friends of sound banking, 
and some of the enemies of the First Bank who had learned their lesson, 

> Dowey, Financial History of the United States, eleveath ed., p. 145. Longmans, 
Green and Company, 1931. 
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8. The Eaely Mismanagement op the Bank^ 

In the light of the experience of the country with the First Bank, 
there was nothing in the provisions of the charter of the Second Bank to 
indicate that it would not at once become a useful institution and be a 
great aid in restoring financial stability. Unfortunately, however, the 
bank, instead of proving a great success from the start, was so" badly 
mismanaged for the first few years of its existence as to become a national 
liabihty rather than an asset. 

In some measure the early mismanagement was forced upon the bank 
by circumstances over which it had no control. It had no power, for ex- 
ample, to compel the state banks to resume specie payment, and in order 
to induce them to do so, had to make some concessions weakening its 
condition, including the maldng of loans to the amount of $6,000,000 to 
individuals or banks in New York, Philadelphia, Baltimore, and Vir- 
ginia before it could collect the balances due it from the state banks.® 
But there were more fundamental causes of mismanagement than this. 

Politics entered the affairs of the bank at the very beginning of its 
career when the chief qualifications of the five directors appointed by 
the President were made to be that they were good Repubficans rather 
than good bankers, and when the first president of the bank elected by 
the fifteen Republican members of the board was the pohtician William 
Jones, with no particular qualifications for this position. The misman- 
agement of the bank began when it opened its doors, if not before. It 
failed to insist upon the payment of subscriptions to its stock in specie to 
the amount of $7,000,000, as required by the charter, receiving instead 
less than $2,000,000. As a substitute for specie it accepted promissory 
notes and state bank notes, and to that extent depleted its cash reserves. 
In the face of a weakened cash reserve position, the bank with its 
branches rapidly expanded its loans and investments, the directors act- 
ing upon the assumption that it was their duty to earn large dividends 
rather than to conduct a sound banking business, thus violating the first 
principle of good banking. 

A worse feature of the bank’s policy was the making of loans without 
adequate security, and even fraudulently, to officers of the bank, par- 
ticularly to officers of the Baltimore Branch, which seems to have been 
the center of the fraudulent transactions. As a result of a Congressional 

> Sections 8-14 of this chapter represent in the main a summary of aome parta of Catter- 
all's The Second Bank of the Tfmted Stales. By permission of The University of Chicago 
Press. Some factual material in these sections was draira also from Dewey’s The Second 
Bank of the United States published in volume 26 of the Report of the National Monetary 
Commission 

^ Catterall, The Second Bank of the United States, p. 25. 
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try. Such a banker would deplete his funds at home and build up large 
balances abroad. 

Another method of draining capital from the East to the West and 
South was for the Western and Southern branches to draw drafts against 
the Eastern offices, and sell these to their customers who had payments 
to make in the East. Unless these branches then at the same time 
bought drafts payable by business men or banks in the East and sent 
these to the Eastern offices for collection, this process would drain the 
funds from the East to the West and South in precisely the same way 
as the issue of notes just described. In foreign exchange transactions 
such an excess of payments in one direction tends to lead to offsetting 
shipment of specie, unless long-term loans are made from the country 
to which the excess payments are due to the country from which they 
are due. Similarly, the situation within the United States could have 
been corrected by the shipment of specie from the West and South to the 
East, but there was very httle if any specie available for shipment from 
these sections. They were poor in that form of capital as in every other 
form. They were, in short, afflicted with a chronic desire to buy more 
than they sold and more than they could pay for. 

Many of the loans made by the Western and Southern branches were 
secured by real estate, and, instead of being paid at maturity, were re- 
newed again and again. Those which were repaid when they matured 
were paid largely in the form of state bank notes issued by banks which 
either refused to redeem them in specie or did so only under pressure. 
Thus, it became very difficult for the parent branch to recall from the 
West and South the funds which had drifted to those sections. 

10. A Policy of Contraction Begun 

Because of these various circumstances, the demand liabilities of the 
bank by July, 1818, had grown out of all safe proportion to its specie 
reserve, the former being in excess of 822,000,000, and the latter only 
82,357,000. Thus, the cash reserve ratio was a tiifie more than ten 
per cent, a ridiculously small reserve for a central bank designed to be 
the bulwark of the whole banldng system. The directors of the parent 
bank at Philadelphia feared that suspension of specie payment could be 
avoided only by vigorous action, and in the course of a few months the 
following measures were taken: 

Discounts were curtailed at Philadelphia, Baltimore, Richmond, and 
Norfolk. The Cincinnati branch was directed to collect balances due 
from state banks in Cincinnati at the rate of twenty per cent a month; 
the offices were forbidden to receive any notes issued by other offices 
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except in payments to the United States; the offices were prohibited from 
selling drafts at par and restricted in the purchase of domestic bills of 
exchange. The Southern and Western branches were called upon for 
3700,000 in specie, and President Jones was authorized to import an 
additional 31,500,000. Finally, the branch offices were forbidden to 
accept the notes of any state bank which did not redeem its notes in 
specie on demand. 

These various measures were designed not only to diminish or stop the 
shifting of the funds of the bank to the South and West, but to place the 
whole institution — parent bank and branches combined — in a stronger 
position. In some measure these purposes were achieved, but the con- 
traction of credit involved in carrying through these reforms in policy 
brought down upon the bank the wrath of the people whose speculative 
enterprises were ruined by the monetary stringency of 1818-19, for 
which the bank was only partially responsible. The people of the 
United States have never loved the man or the institution that has 
pricked a speculative bubble, leaving nothing but a disillusioning void 
where there had e.xisted an entrancing vision of wealth. 

11. The Conservative Management op Cheves 

Since the prime cause of the embarrassment at the main office in 
Philadelphia was the drain of capital to the West and South through the 
medium of notes issued and drafts drawn by the Western and Southern 
braijches payable at the Eastern offices, Cheves directed these branches 
to cease issuing notes, and at the same tune he discontinued the purchase 
at the Eastern offices of drafts drawn by the other branches. These 
measures were simple but effective. The drain of capital ceased. Addi- 
tional measures were also taken to collect balances due from the state 
banks, permission was obtained to pay the sums due to the Government 
in the same currency in which these sums had been paid into the bank, 
and 32,000,000 was borrowed from Europe, payable in three years. And, 
finally, Cheves suspended dividends on the bank’s stock, reserving 
profits for the restoration of the bank’s capital, which had been impaired 
under the reckless and dishonest management of those previously in 
control. In short, he completely reversed the old policy of placing divi- 
dends before safety, by placing safety before dividends. 

Cheves did not rest content with having merely saved the bank from 
immediate disaster, but planned to maintain it in a safe condition, and 
some of the measures taken to achieve this end may be briefly noted. 
Having checked the drain of the capital of the bank to the Western and 
Southern branches, he resolved, further, to bring back to the East the 
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excess that had gone to the other sections. The Western and Southern 
branches were prohibited from issuing notes, except five-dollar notes, 
when the exchanges ran against them, and this was practically all the 
time. Since the five-dollar notes could be issued only in small quanti- 
ties through the physical limitation imposed upon their issue by the 
requirement that each note be signed by the president and the cashier 
of the Philadelphia office, the restriction on note issues was very severe. 
Incidentally, this restriction on note issue was at the same time a re- 
striction on loans, since most loans were made in the form of notes at 
that time, A second restriction on the branches was that they were not 
to draw drafts against other branches unless they had provided by 
proper remittance for meeting the payment of such drafts from their 
own funds. Some of the excess assets held by the Western and Southern 
branches were required to be transmitted to the East in the form of 
specie or drafts on Europe or the North. Arrangements were made 
TOth the Government also, to the effect that the Treasury was to draw 
for funds at any given branch only after having given the bank time for 
the transfer of these funds from other branches, thus obviating the de- 
pletion of funds at some branches resulting from the Government being 
paid at one branch and withdrawing the funds from another. Such op- 
erations of the Government had tended previously to deplete the funds 
of the Eastern branches. 

Cheves’s conservative policy, as represented by these and various 
other measures, not only involved the contraction of loans and discounts 
by the bank, particularly by the branches of the West and South, but it 
also compelled the state banks to pursue a more conservative policy 
than they wished. 

12. Cheves and the State Banks 

Cheves's policy in respect to the state banks embraced a demand for 
immediate reduction of their debts to the bank, a settlement of balances 
in the future at regular intervals, prompt presentation of their notes for 
redemption in specie whenever any such notes came into possession of 
any offices of the bank, and refusal to accept at the bank or its branches 
the notes of any state banks which did not redeem in specie upon demand. 

This attitude of Cheves toward the state banks the latter considered 
high-handed and outrageous. In the West and South there were few 
banks which redeemed their notes in specie during the years 1819 to 
1822, and the notes of most banks failed to circulate at par throughout 
the country. The discount on the state bank notes varied according to 
the reputation of the bank and in some cases in proportion to the dis- 
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tance from home. There was a strong feeling on the part of state banks 
that their notes should be permitted to remain ou|.standing indefinitely 
as a permanent form of currency, not only because thereby they would 
in effect be enabled to draw interest on capital produced cheaply by their 
printing presses, but for the good of the country. They complained 
naively that, if their note issues were limited to the quantity which 
they could redeem upon demand in specie, their business would be prac- 
tically destroyed and the country would be deprived of a large part of its 
circulating currency. Consequently, any meddlesome person or bank 
which insisted upon redemption of bank notes in specie was to be con- 
sidered a public enemy whose continued existence represented a national 
misfortune and whose demise might be hailed with satisfaction. 

Pubhc sentiment was with the state banlcs rather than with Cheves. 
It favored unsound banks and expansion rather than sound banking and 
contraction and the maintenance of a paper currency convertible upon 
demand into specie. The mass of our people have tended always to 
prefer high prices in bad money to low prices in good money because on 
the whole they have been a group of speculators for the rise, and high 
and rising prices make debts easy to pay and multiply speculative 
profits; while low and stationary prices make profits hard to reafize e.x- 
cept as a result of business efficiency, and falling prices bring ruin to 
speculators operating for the rise on borrowed money. It is not sur- 
prising, therefore, that the State Governments in some cases joined their 
banks in the struggle against the Monster Bank. 

13. The Bank’s Clash with the State Governm e nts 

After a long struggle between the bank and the state banks of Georgia, 
the Georgia legislature passed a law providing that after January 1, 1822, 
state banlc notes held by the Bank of the United States should not be 
redeemable in specie unless the person presenting them should swear 
that the notes were not procured by the bank for the purpose or with 
any intent to demand or to draw specie from the bank issuing the notes.* 
The bank’s reply to this was to bring suit against the Planters’ Bank of 
Georgia. When the case was decided by the Supreme Court of the 
United States in favor of the bank, the Georgia legislature repealed 
the law. 

In all the Western States “relief laws” were passed in 1819-20, hin- 
dering all creditors, including the Bank of the United States, from col- 
lecting their debts. During 1817 to 1819 a number of States, including 
Maryland, North Carolina, Kentucky, and Georgia, levied taxes upon 

* Catterall, The Second Bank of tlie United Siaies^ p. 88, 
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the branches of the banic located within their borders, and other States 
considered doing so. Catterall says that it was only the decision of the 
Supreme Court in the cases of McCulloch vs. Maryland and Osburn vs. 
the Bank of the United States which saved the bank. “Had it lost 
either of these two cases, there can be no doubt that it would soon have 
been taxed out of existence in all of the Western and Southern States.” ^ 

It was in Ohio that the most dramatic struggle between the bank and 
the State Government occurred. Here the state auditor Osbum entered 
the branch bank at Chillicothe and forcibly collected the tax levied by 
the State in the face of an injunction issued by the Circuit Court of the 
United States to prevent collection of the tax. When the bank insti- 
tuted suit against Osburn for contempt of court and trespass, the legis- 
lature of Ohio passed an act in January, 1821, withdrawing from the 
Bank of the United States the protection and aid of the laws of the 
State in certain cases unless the bank would agree to pay the tax to the 
State or to withdraw its offices. The banic persisted in its suit and won, 
in 1824, thus bringing to an end Ohio’s bold attempt to nullify the laws 
of the United States and outlaw its agent, the Bank of the United States. 

The bank having won in its struggle for sound banking agamst the 
opposition of the state banks and the state legislatures of the Western . 
and Southern States, and the affairs of the bank having been placed in 
good condition, Cheves, the conservative banlcer, retired to make way 
for the brilliant Nicholas Biddle, who became the president of the Second 
Ba nk of the United States, at the age of thirty-seven, in January, 1823. 

14. The Second Bank at its Prime 

In the period from 1823 to 1828, Biddle developed the Second Bank 
of the United States into a powerful and useful institution. He col- 
lected promptly the balances due to the bank from the state banks, 
mainly by presenting their notes promptly to them for redemption in 
specie. At the same time he increased the note issue of the bank by 
making loans in the form of its own notes instead of paying out state 
bank notes for this purpose. To the extent that he thus increased the 
circulation of the notes of the Banic of the United States he provided 
the country with a uniform currency, and to the extent that the prompt 
redemption of their notes in specie, which he forced upon the state banks, 
tended to maintain these notes at their par value, his policy improved 
the bank-note currency of the country as a whole. Faced with the 
necessity of prompt redemption, the state banlcs were restrained from 
the reckless overissue of their notes, and with the Bank of the United 

' Catterall, TIib Second Bank of the United States, p. 65. 
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States itseE issuing notes in moderation, the danger of currency inflation 
was minimized. Biddle further promoted sound banking by refusing to 
make real estate loans, confining his loan operations primarily to short- 
term loans to business men for business purposes, and by maintaining a 
firm administrative control over the branches of the bank. He also 
sought to improve the exchange situation and to prevent the drain of 
capital to the West and South by encouraging the branches of the West 
and South to buy bills of exchange payable, perhaps in sixty or ninety 
days, at some Eastern point instead of merely making loans on promis- 
sory notes payable locally. BTien such bills were sent East for collec- 
tion, they could he used by the Eastern offices of the bank as an offset 
to notes issued at the Western and Southern branches and presented for 
redemption as a form of exchange at the Eastern offices. 

15. Downfall op the Second Bank 

At the end of the period just discussed, it might have seemed that the 
great success of the Second Bank of the United States in promoting 
sound banking would have placed it in a very strong position politically 
and would have made a renewal of its charter certain. Unfortunately, 

. organized opposition to the renewal of the bank’s charter developed. 
Politically the bank was in a weak position. Support for the bank could 
come mainly only from a small body of people made up of the officers 
and stockholders of the bank and others directly interested in its welfare 
and a comparatively small number of other persons who understood and 
desired the benefits of a sound banking system. That the bank promoted 
smmd banking in providing the country with a safe and uninflated cur- 
rency did not recommend it to that large portion of the population 
primarily interested in land and conunodity speculation, for whom rising 
prices at any cost were the supreme desideratum. What the speculators 
wanted in currency was quantity, not quality. 

Working hand in hand with those who were clamoring for more money 
were the state banks, which stood ready to supply them with unlimited 
quantities of bank notes, provided only they were freed from the per- 
nicious control exercised over them by the Monster Banlr, which insisted 
that a promise to pay upon demand should be honored, even though 
printed upon the face of a bank note. The downfall of the bank was 
made inevitable by some indiscreet political maneuvering of its president 
- Biddle, in coimection with the pofitical ambitions of Andrew Jackson's 
enemy Henry Clay. As a champion of the people, Jackson was naturally 
disposed to be antagonistic to the bank, anyrvay, and the fact that 
anyone connected with the bank was apparently engaged in a political 
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conspiracy against him strengthened his determination to destroy it. 
Politically the position of the bank was further weakened by the fact 
that a charge was brought against it, and in some measure justified, that 
it had made extortionate charges for exchange, the evil alleged being 
that when the branches bought bills of exchange as a method of advanc- 
ing loans, they charged a double discount — one because the bills were 
payable in the future and a second because the bills were payable at a 
distance. Other charges made against the bank for political purposes, 
were that it was unconstitutional and unnecessary, and that it was con- 
trolled by foreigners who might use it to the detriment of the United 
States in case of war. Despite these charges — some of which were, of 
course, absurd — a bill rechartering the bank was passed by both houses 
of Congress. This biU Jackson vetoed in July, 1832, and insufficient 
support in Congress being found to override the veto, the bank was des- 
tined to come to an end as a national bank at the expiration of its charter 
in 1836. Even before that date its usefulness had been destroyed by 
political opposition and some impairment of its wisdom of administra- 
tion. Having lost its national charter, the bank secured a charter from 
the State of Pennsylvania under which it continued to operate on a scale 
too ambitious for its altered circumstances, and ultimately it ended its 
once promising career in disaster. 



Chapter XVI 

STATE BANIONG BEFORE THE CWEL W^AR 

1. The FuNDAiiEXTAL Cause of Bad Banking 

In general it may be said that state banking in the United States 
before the Civil War was bad banking. With some notable exceptions 
it tended toward the issue of bank notes without adequate provision 
for redemption upon demand in specie; toward the making of inade- 
quately secured loans; toward the making of loans for speculation in 
land and commodities rather than for legitimate business needs; toward 
inflation of the currency, suspension of specie payment, depreciation of 
notes, and financial pamcs. And this general statement applies, not 
only to the operations of privately owned state-chartered banks, but 
also to some of the state-owned and operated banks. 

In considerable measure the unsound banking practices of the state 
hanks were held in check durmg the period from 1791 to 1811 by the 
-First Bank of the United States, and during the period from 1816 to 
1836 by the Second Bank, as pointed out in the preceding chapter. The 
heyday of bad state banking was during the interval between the expira- 
tion of the charter of the First Bank and the establishment of the Second 
Bank, and again, on a vaster scale, during the period from 1837 to the 
establishment of the National Banking System in 1863. 

In some degree the bad banking of this period was the result of poor 
laws laxly enforced. But the fundamental cause of the bad banking 
was the preference of the people for poor money, if only there was plenty 
of it, to good money that was scarce. It was mainly because many 
people preferred gettmg rich quickly on rising prices and with httle labor 
to getting rich slowly through industry and thrift that bad banking 
flourished in most states of the Union, while good banking was hard put 
to it to remain alive. 

2. Evasion of Legal Cvpital Requirements ‘ 

As early as 1792, Massachusetts, where state banking tended to be 
better regulated than in most other States, enacted a law restricting in 
the interest of sound finance the operations of state banks. Of chief 
interest in the present discussion was that provision of the law which 

» For factual material m sections 2-6 and 13-16 of this chapter the author is indebted 
primarily to White’s Money and Banking, published by Gmn and Company, 1S96, and to 
Heldennau’s National and State Banka, published by Houghton Mifflm Company, 1931. 
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prohibited the outstanding notes and loans from exceeding double the 
amount of the “capital stock in gold and silver actually deposited in the 
bank.” ^ The phrase quoted implies that the stockholders were to pay 
for their stock in gold and silver, and were not to issue notes in excess 
of twice the amount of gold and silver paid in. But in Massachusetts, 
as in other States where similar restrictions were placed on banks, the 
law tended to be evaded or ignored. Various methods of evasion might 
be used, and it was as difficult to enforce good banking laws not desired 
by the people as it has been in more recent times to enforce an unpopular 
liquor law. One method of evasion was for the bank to accept payment 
for its stock in its own notes, which had been issued in exchange for the 
stockholdera’ promissory notes payable to the bank. It would, of 
course, have been simpler and more direct for the stockholders to have 
given their own promissory notes to the bank directly in exchange for 
its stock, but the use of the bank’s notes in the way indicated presumably 
met the requirement that the stock be paid for in cash. In either case 
there was no real cash paid into the bank by the stockholders as.a fund 
from which the notes issued by the bank might be redeemed. Cash 
might eventually be obtained for this purpose if the borrowers from the 
bank, having obtained their loan in paper bank notes, were required to 
pay off their loans at maturity in specie. Certain banks in North Caro- 
lina, in 1819, actually required that borrowers take their loans from the 
banks in bank notes, then chculating at a discount in specie, but pay 
off the loans when due in specie. With the specie so obtained they 
bought up their own notes at a discount.^ 

While this was obviously a profitable method of operating a bank, 
it was less profitable than the method used by some banlcs of refusing 
altogether to redeem their notes, branding as public enemies those who 
sought to force redemption in specie. In the latter case the bank, having 
received pajonent in specie for the loan first made in its own notes, 
could lend and relend the specie, and thus draw interest on this amount 
while the notes remained outstanding indefinitely. 

A second method of evading requirements that the capital of the bank 
be actually paid in specie was for the stockholders to borrow the amount 
of specie required temporarily while the bank was being organized, and 
then immediately after they had paid it in to the bank to borrow it from 
the bank on their own promissory notes, to be repaid to the original 
lenders. In this case, also, the assets of the banks — all the capital it 
had — would be the more or less doubtful promissory notes of the impe- 
cunious stockholders. 

* White, Money and Bankiny, p. 367. ’ Ibid., p. 367. 
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Depositors of a given bank become creditors of the bank by their own 
voluntary action. It may be assumed that they will use their judgment 
in determining whether or not they may safely entnist their funds 
to any given bank. But note-holders come into possession of the 
notes of a bank, and thereby become creditors of the bank, tlirough no 
volition of their own further than that implied by their willingness to 
accept in pa3'ment for labor or commodities the bank notes tendered to 
them concerning which they may have no particular information and 
which they cannot well refuse to accept for no better reason than that 
they fear the notes may not be redeemable. 

Before this amendment to the sjifety-fund system was made, however, 
the free banking system had come into existence in 1838, and under tliis 
system all banks wore chartered under a general incorporation law. 
The biuiks in the safety-futid system included only the banks with special 
charters, and since no more special charters were granted, the safety- 
fund system w'as destined to die out with the c.xpiration of the charters 
erf the banlvs which operated vmder it. 

While the safety-fund system appeared to be a failure during its 
early years, competent students of banking have concluded that it 
might have proved to be a success if it had been continued under the 
amended form with the safcty-fvmd reserved for the redemption of notes 
alone, and wth the further amendment tliat contributions of the member 
banlvs should have been in proportion to the amount of notes they 
issued instead of in proportion to the amount of their capital. The idea 
that there ought to be some way of guaranteeing pjiyment, not only to 
note-holders, but to dcpositois of failed banks, has persisted down to 
the present time, and has recently found expression in the Banking 
Act of 1933, which contains provisions for guaranteeing bank deposits 
on a national scale. While doubtless much can bo said in favor of such 
laws, it should be noted that they do not represent a desirable substitute 
for sound banlung. 


5. Fkee Banking in New York 

Under the free banicing system established in New York in 1838, 
any person or association of persons might set up a bank and issue banlc- 
notes, provided such pereon or association deposited with the state 
comptroller bonds of the United States, or of New York State, or of 
other approved states, or mortgages on real estate, with certain re- 
strictions, for the purpose of seeming payment of the notes to note- 
holders in case of the banlc’s failure. It should perhaps be pointed out 
that these securities remained the property of the banlc and the income 
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from them was still paid to the bank. The advantages to the bank in 
issuin g notes imder these conditions were as follows: It might invest 
its capital in income-producing bonds or mortgages, and, upon depositing 
these with the comptroller, it might issue its own notes and make loans 
in the form of these notes to appro.ximately the amount of money in- 
vested in the securities deposited. Instead of having then invested only 
its original capital at interest, it had in effect invested twice that sum, 
and received “double interest.” To many persons this privilege of 
issuing notes thus conferred upon the banks seemed very valuable, and 
a species of “graft.” But it should be borne in mind that under the 
safety-fund system the banks had been permitted to issue notes without 
buying any securities at all to be pledged as security for their notes, and 
might have issued a great many more notes than under the free banking 
system properly supervised. Further consideration will be given to 
this point in connection with our discussion of the National Banking 
System in the next chapter. While there were numerous bank failures 
in New York under the free banking system from 1838 to 1861, the 
losses to note-holders were comparatively small, and the New York 
system turned out to be reasonably soimd — one of the soundest systems 
of banking in the country.^ 

6. Fkee Banking in the West 

The free banking system appealed to the democratic instincts of our 
people — it made banking free to all alike, so that anyone could be- 
come a banker almost as easily as a grocer, barber, blacksmith, or farmer; 
and in fact, in some cases more easily, because, as the law was applied in 
many states in which it was adopted, banking became a business which 
could be conducted without capital. The free banking system became 
particularly popular in the West and South, where the eternal scarcity 
of money at last seemed to be in process of being ended, with almost 
anyone able to print his own if he so desired. 

The conditions relating to deposits of securities and note circulation 
varied from State to State. In Illinois, where the free banking system 
was established in 1851, the bank’s capital might consist wholly of 
bonds of States deposited with the state auditor as security for the 
circulating notes, and notes might be issued to the amount of eighty 
per cent of the value of securities deposited.* In Indiana, under the law 
of 1852, the state auditor might issue notes to the bank to the full 
amount of the state bonds deposited, but the bank was required to 

( Hcldcrman, National and Slaie Banks, pp. 19-24« 

* "Wliitc, Zlonc'j and BaTiking, p. 354, 
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keep in its own vaults specie to the amount of twelve and a half per cent 
of its circulating notes.*^ In Michigan, where a free banking law was 
passed as early as 1837, thirty per cent of the bank's capital was re- 
quired to be paid in specie before the bank could begin business, and the 
bank was to deposit security with the auditor general for its circulating 
notes and other liabilities. Here personal bonds as well as state bonds 
and mortgages were acceptable as security 

The provisions of the various state laws just quoted would seem to 
indicate that it was the intention of the lawmakers to maintain some 
semblance of conservatism in the issue of notes and the requirements of 
capital and cash reserve. But whatever may have been the intention of 
the legislators, the history of state banldng under the free banking laws 
indicates that recklessness and disregard of inevitable calamitous conse- 
quences were the predominating characteristics of free banking as 
practiced in the West and South, if not in the East. Those provisions 
of the state laws which aimed at conservatism were easily circumvented 
with neither the people at large nor the officers of the law apparently 
much concerned about their violation. 

In regard to those clauses of the state laws requiring a stated minimum 
cash reserve, these seemed to have caused some of our early bankers 
with little real capital not much concern. They were richer in psy-r 
chological resources than in more tangible economic resources. In 
Michigan the device of the circulating cash reserve was used. When the 
state bank inspectors made their rounds, presumably not wholly un- 
heralded, the reserves were spirited through the forests from bank to 
bank and always found waiting for the more slowly moving inspectors 
when they arrived. Where this convenient revolving fund was lacking, 
bo.xes filled with nails or glass with a layer of gold or silver coins on top 
might be e.xbibited to impress the inspectors with the adequacy of the 
cash reserve.® Naturally, such frauds might have been prevented by 
zealous state officials intent upon enforcing the letter and the spirit of 
the law, but the laws themselves were lax enough to permit bad banking 
without legal evasions. In short, the laws invited inflation; the people 
desired inflation; the bankers thrived on inflation. So inflation came. 

7. Initiation in tub EiGnTEEN-TnmTiEs 

The early eighteen-thirties represented a period of frenzied e.\'pansion 
in the West and South. A number of factors conspired to fire the im- 
agination of the people and to inflame their desire for great wealth 

> WWto, Mono/ and Bankino, p. 357. > Ihid , p. 370. 

» Heldorman, National and State Banks, pp. 26-28. 
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attained with rapidity and ease. The improved means of transporta- 
tion afforded by the Erie Canal, completed in 1825, the Cumberland 
Road, and the development of steam navigation on the waterways 
caused a rapid movement of population westward. Beginning with 
1830 there came the building of railroads, and by 1835 more than one 
thousand miles had been built, with prospects good for many more 
thousands soon to be built. Population in Ohio, Indiana, Illinois, and 
Michigan increased rapidly. In these Western States the sale of public 
land increased enormously, the land for the most part being paid for with 
borrowed money. The borrowers were eager to borrow and buy, ex- 
pecting to realize great profits in a short time, and the banks were eager 
to lend, interest rates being high, and the loans being made primarily 
in the form of bank notes based on comparatively small specie reserves. 
Speculation thrived also in the South — a great increase in the demand 
for cotton by England stimulating the production of cotton. With the 
growing speculation in agricultural land there developed also increased 
speculation in city real estate, all of which was financed by a great in- 
crease in bank notes and bank loans by a rapidly growing number of 
banks. 

Between 1829 and 1837, when the speculative mania came to its 
natural end in the panic of 1837, the niunber of state banks had increased 
from 329 to 788, the capital of these banks had expanded from SHO,- 
000,000 to 8291,000,000, their note issues from $48,000,000 to $149,- 
000,000, and their loans from $127,000,000 to $525,000,000. 

The e.xpansion in the number of banks, and in their loans and note 
issues was greatly stimulated by the war against the Second Bank of the 
United States and its ultimate destruction in 1836. One of the weapons 
employed by Jackson against the bank was the withdrawal from it of 
the government funds, which were then distributed among a considerable 
number of state banks, nearly $50,000,000 having been withdrawn from 
the Second Bank and deposited with the state banks by 1836, before 
the Act of Congress of 1836 regulating such deposits became effective. 
This Act of Congress was meant to give the Federal Government a 
considerable measure of control over the operations of the depository 
banks, and imder favorable conditions might have exercised a restrain- 
ing influence in the interest of sound banking. The upper limit on 
deposits in each bank was to be seventy-five per cent of the paid-up 
capital; the banks were to be required to report their conditions regu- 
larly to the Secretary of the Treasury, to credit all government deposits 
as specie, and to pay specie on demand for treasury drafts. Deposits 
were to be discontinued in banks which suspended specie payment or 
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which issued bank notes under the denomination of five dollars. The 
banks were to be required, also, to transfer government funds and to 
perform other banking operations for the Government. 

The same act which laid down these requirements for the depository 
banks also provided for the distribution of the surplus of the Federal 
Government among the States — a measure that had long been de- 
bated. The government surplus had grown in large part from the 
generous sums received in the sales of public land. Eventually $28,000,- 
000 of federal funds were distributed under this act. These surplus 
funds, together with the deposits taken from the Bank of the United 
States, provided many of the state banks with additional resources 
from which to make loans to land speculators. 

Since the money paid to the Government by the land speculators 
was now deposited by the Government in the state banlcs to be lent anew 
to speculators for the purchase of more land from the Government, it 
became a sort of revolving fund chculating from the banks to speculators, 
from speculators to the Govermnent, and from the Government back to 
the banlcs. Thus an expansion of one million dollars in bank notes 
issued by the state banks might become the means of purchase of many 
millions of dollars’ worth of public lands. Similar considerations ap- 
plied also to speculative loans for other purposes. Under such circum- 
stances inflation of the currency and rising prices of land with increasing 
speculation went hand in hand. Land itself being the security for the 
loans, the higher it rose in value, the more loans could be made; and the 
more loans there were made, the higher would go the price of land; a 
most delightful circle, with nothing vicious about it except the ultimate 
and inevitable crash. 

8. The Peeleuin^ury Panic of 1833-34 , 

While to the optimistic speculators of the time it probably seemed that 
there need be no limits to the expansibility of note issues and bank loans, 
and that the price of land might rise indefinitely, the speculative pyramid 
was bound sooner or later to collapse with disastrous consequences to 
the builders. A foretaste of the panic of 1837 was had by the country in 
1833-34 when the Bank of the United States — itself overexpanded — 
was forced to contract credit upon the withdrawal from it of the govern- 
ment deposits. The contraction by the big bank resulted not only in a 
reduction of its loans and note circulation, but also in a drain of specie 
from circulation. The severity of this crisis, which receives little 
attention because it was not a major crisis, is indicated by the following 
quotation from Catterall: 
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The failures beginning in this month (January, 1834) continued iminter- 
ruptedly xmtil June. Wages went down; notes of specie-paying state banks 
were depreciated at from per cent, on New England notes to 12 per cent, on 
Alabama notes; prices fell; money could be borrowed only at from 12 to 18 
per cent, per annum; state loans could not be raised; workmen were discharged 
in large numbers; real estate declined in value. In April money was so scarce 
that due bills had to be given in payment by many persons, while loans were 
made at a rate of 5 per cent, a month.' 

From this short and sharp depression the country recovered soon 
after the bank discontinued its policy of contraction, and the next year 
saw a considerable increase in the number of state banks and in the 
amount of their capital, circulating notes and loans. 

9. The Panic of 1837 

When, after the brief interruption by the panic of 1833-34, land 
speculation surged forward once more, it was Jackson who stopped it 
again, and this time with premeditation, and not as a chance by-product 
of his fight with the bank. As early as April, 1835, all collecting and 
receiving officers of the Government had been instructed not to receive 
any bank notes in denominations of less than five dollars, and a year 
later it was ordered that the United States Government should not pay 
out any bank notes of any denommation unless the same were payable 
on demand in gold or silver coin at the place of issue, and unless they were 
convertible into gold or silver on the spot at the will of the holder.- 
These measures of the President were obviously for the purpose of 
restricting the issue of bank notes, particularly those of the smaller 
denominations, and for the purpose of encouraging a larger circulation 
of specie, and finally for the purpose of bringing pressure to bear upon 
the banks to maintain the convertibility of their notes. Following these 
measures, which were on the whole sound, came the better known “specie 
circular,” of July, 1836, which ordered that agents for the sale of public 
land should take payment only in specie and should no longer receive 
the notes issued by banks. 

The refusal of the Government to accept bank notes in payment for 
land naturally checked the purchase of government land and speculation 
in real estate generally. With demand declining, prices fell. At the 
same time other compficating factors contnbuted to demoralize financial 
affairs. The distribution of the federal surplus among the States meant 
the transfer of these funds from one set of depository banks to another, 

* Catteroll, Second J?anA. 0 / iAe United States, p 327. 

* DowLy, i** inancud //xstory of the United States, p, 22S. JLongtaona, Green and Co.i 1931# 
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and the first installment of this distribution was made on January 1, 
1837. The transfer of this sum, $9,000,000, from one set of banks to 
another, and from one part of the country to another, caused a temporary 
stringency in the regions losing their government deposits. Shortly 
after, when the second installment was called, the suspension of banks 
began, and soon became general. While there wore other contributory 
factors, such as the failure of important banks and other concerns in 
England, and crop failures in the United Slates in 1835 and 1837, the 
fundamental cause of the panic of 1837, and the resulting years of de- 
pression, was the unsound expansion of banl<s supplied with inadequate 
cash reserves. 

Suspension of specie payment was accompanied by depreciation of 
the state bank notes, the depreciation ranging from a very small amount 
on the notes of the better banks to one hundred per cent on the notes of 
banlcs which failed disastrously. A temporary resumption of specie 
pa3rment by the banks in 1838 and 1839 was followed by a more pro- 
longed suspension lasting until 1842. 

10. The Indepenobnt TnE^vsimy System: 

With governments as with individuals, one bad step is likely to lead 
to another, and so it was now with the Government of the United States. 
Having destroyed a sound fiscal agent — the Second Bank of the United 
States — and having deposited its funds in the unsound state banka, 
many of which failed shortly thereafter, the Government resolved to 
have no more to do with such banks, and so began the agitation for the 
establishment of the Independent Treasury System. This was to be an 
institution, not a part of the private banking system of the country, in 
which the surplus funds of the Government would be locked up securely 
and be available at any time for government needs. 

The Independent Treasury System was first established by a law 
passed in 1840 by the Democrats. But when the Whigs came into power 
in 1841, they repealed this law and attempted to establish once more a 
national bank. The act to establish a new bank was, however, vetoed by 
President Tyler, and the Democrats, having returned to power, the 
Independent Treasury System was re-established in 1846. 

Under this system federal revenues were deposited in the Treasury at 
Washington or at various sub-treasuries in other cities. The chief 
advantage of this method of handling the public funds was that of 
safety. With the public money locked up in the Treasmy and consisting 
of nothing except gold and silver and treasury notes, the Government 
could lose nothing directly through the collapse of the banking system of 
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the country. That tliis was an advantage of considerable importance 
was demonstrated in the panic of 1857 when the Federal Government 
escaped embarrassment in meeting its financial obligations, while the 
State Governments, with their funds deposited in banks, were unable to 
pay their bills except in depreciated bank notes or by bringing ruin- 
ous pressure to bear upon banks in distress by demanding from them 
specie. 

On the basis of the assumption that inflation of bank credit is always 
an evil, an additional advantage can be claimed for the Independent 
Treasury System. The segregation of considerable quantities of gold 
and silver in the Government Treasury deprived the state banks of 
just so much cash resers’c to be used as a basis of inflation of bank 
notes and deposits. IMoreover, this restriction on c.\-pansion of bank 
credit tended to cause a lower price-level to prevail in the United States 
than ^vould otherwise have prevailed and tended thus to encourage ex- 
ports and discourage imports, so that gold and silver tended to remain in 
the country or to be imported in larger quantities than othenvise would 
have been the case. As a consequence the total stock of specie in the 
countrj' tended to be larger and the amount of bank credit tended to 
be less than if the Independent Treasury System had not been in opera- 
tion. In a country which had tended always to overextension of bank 
credit relative to the amount of specie within its borders, this may well 
have been held to be a desirable result, although presumably exceed- 
ingly irksome to inflationists. 

However great these advantages of the Independent Treasury System 
may have been, there were some decided disadvantages which more 
tlian offset them if it may be presumed tliat there were other ways of 
preventing reckless C-xpansion of bank credit than by locking up a sub- 
stantial proiionion of lire ci-sh of the country in the Federal Treasurj'. 
The outstanding disadvantage of the Iniiependent Treasury Sj'stem 
lay in this: It tended always to be either dniiuing the specie of the country' 
from the ckinnels of trade and thus producing .a monetary stringency' 
or to be dheharging into the channels of trade specie not rcciuircd at the 
time and producing thus a trouble-making redundancy, according to 
whether government receipts were grc;itcr or less at any given time than 
government disbursements. A redundancy of funds thu.s forced into 
circulation quite by accident might stimulate reckless expansion of 
bank credit, while a stringency produceil a liltlo later might cause 
contraction of bank crtslit and a ruiancial crisis. ObviousJy, this 
lfK]e|>en(ient Trr.isury System w.ns a clmiisy tlevice at best and cipablc 
of domg a gaat deal of h.mn to the Linking system because government* 



BANKING DEVELOPMENT 1846-60 


407 


receipts and disbursements are rarely equal either during the period of a 
whole year or during any part of a given year. So long as it was in 
operation, the amount of money in circulation and the amount of cash 
reserves of the banlc were subject to constant fluctuations having no 
relation whatever to the requirements of industry and trade. 


11. Banking Developaient, 1846-60 

There is some evidence that the actual effects of the Independent 
Treasury System upon the banking system of the country during the 
period from 1846 to 1860 were both good and bad. Banking, it seems, 
became more conservative after 1846 than it had been during the thirties 
and the early forties, and expansion of the number of banks and of bank 
loans, deposits, and notes proceeded at a more moderate pace, consider- 
ing the general expansion in trade and industry of the country, and it 
did not outrun the increase in specie reserves. This is clearly shown in 
the following table: 

Table IV. Banking Developaient, 1846-60 * 


Number of banka 

Capital, millions of dollars 

Loans, millions of dollars 

Deposits, millions of dollars 

Circulation, millions of dollars, . . 
Specie, millions of dollars 

Ratio of specie to deposits and 
notes combined 


Average, 

Average, 

Increase in 

1846-48 

1868-60 

per cent 

724 

1487 

105 

202 

406 

101 

322 

644 

100 

97 

233 

140 

113 

185 

64 

41 

88 

115 

19.5% 

21.1% 

1.6 


* The Hgurea in the table are adapted from Dewey, financial UisloTy of the United Statee, p. 260. 
By permission of Longmans, Green and Company, publishers. 


The foregoing table draws comparisons between two three-year 
periods, twelve years apart. During these twelve years the number of 
banks increased 105 per cent, bank capital increased 101 per cent, 
loans, 100 per cent, deposits, 140 per cent, circulation or note issues, 
64 per cent, and specie held by the banlrs 115 per cent. Broadly speak- 
ing, this shows a doubling of bank resources and operations during a 
period of twelve years, or a rate of increase approximating 6 per cent a 
year, compounded annually. For a young country rapidly increasing in 
population and wealth, this rate of increase in banking operations is 
perhaps conservative enough. A healthy sign is the increase in the 
ratio of cash reserve to note and deposit liabilities combined, from 19.5 
per cent in the earlier period to 21.1 per cent in the later period. An 
interesting development is the growing relative importance of deposits 
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and the diminish in g relative importance of note issues. Check pay- 
ments were tending to displace m part the use of notes. Deposits alone 
increased more rapidly than the amount of specie reserve, but the 
combined increase of notes and deposits was only 99 per cent, as against 
an increase in specie held of 115 per cent. 

This rather moderate rate of expansion in the banking system seems 
to indicate that the Independent Treasury System had been acting 
during this period as a restraining and stabilizing influence. But while 
the Independent Treasury System might thus check expansion and made 
for soundness in the banking system as a whole, it could not e-xercise the 
same healthy influence upon all parts of the banking system, and one 
would make a ‘mistake in concluding from the figures just given that 
banking during this period had been placed on a sound basis. Banking 
was sound in spots, but there was so much banking on wind, and such 
lack of effective regulation by the States that the banking system of the 
country in tins period preceding the Civil War may more properly be 
characterized as demorahzed than as sound. 

12. Bank-Note Detectors 

In many States bank notes were being issued in large amounts and 
inadequately protected by cash reserves or other security. Such notes 
were not redeemable in cash upon demand, and anyone who insisted upon 
redemption was branded by bank officials, and to some e.xtent at least 
by the general pubhc, as a trouble-maker who was bent upon ruining 
the banks and depressing business. As a consequence of these loose 
banking methods, many bank notes depreciated in value, the rate of 
depreciation bearing some rough proportion to the probabihty of their 
redemption in specie at some future time. The rate of depreciation 
varied also with the distance of the bank note from the issuing bank. 
Since the notes of some banks were depreciated to a much greater ex- 
tent than the notes of otheis, and the amount of depreciation of any 
particular 'issue varied with time and place, a serious and imnecessary 
element of uncertainty was introduced into business operations. To 
add to the confusion there were great numbers of counterfeit notes in 
circulation, so that a business man who desired to protect himself as 
far as possible from losses involved in accepting bank notes for more tVinn 
their actual value had to resort to the use of a Bank-Note Detector, a 
weekly publication striving to give its readers up-to-date information 
upon current rates of depreciation of hundreds of brands of bank notes 
as well as upon note issues of new banks just starting in on the profitable 
business of printing paper money. The following table quoted from a 
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detector by Hepburn ^ indicates the nature of this monetary problem 
of the business man before the establishment of the National Banking 
System in 1863. 


Bank-Note Detector Statistics 

1850 1802 

Number of banks reporfed It09 1500 

Number of banks whose notes were not counterfeited. . . 463 253 

Number of kinds of imitations 1462 1861 

Number of kinds of alterations .. . .1119 3039 

> Number of kinds of spurious notes. . . . 224 1685 

This disgraceful state of affairs was no more than the natural conse- 
quence of the chaotic condition of the banking laws at the time with note- 
issuing banks chartered by 29 States under more than 29 different 
systems. Such a heterogeneous assortment of bank notes legitimately 
issued by some 1500 banks, with no attempt at uniformity in design 
and method of printing, represented nothing less than a cordial invita- 
tion to the counterfeiter to enter the game and paiticipate in the spoils 
of the note-issuing racket. With such utter lack of systematic govern- 
ment control, and such a tolerant public attitude toward bad banldng 
and irredeemable bank notes, the thing to be wondered at is, not the 
demoralized condition of the banking system as a whole during the 
period from 1836 to 1863, but rather the considerable number of good 
banks in the country conducting banking operations at this time in 
conformity with sound banking principles. 

13. The Suffolk System 

Among the good banks of the period there were some privately owned 
and operated, and some owned and operated by the State Governments. 
The most interesting sound spot in the generally unsound system of 
privately owned banks was the so-called Suffolk System in New Eng- 
land, named after the Suffolk Bank in Boston, which estabhshed the 
system in 1818. At that time note issue was a relatively important 
function of most commercial banks, and the earnings of a bank were 
closely related to 'the quantity of its notes that remained in circulation 
— notes in circulation representing, in effect, as previously explained, 
loans at the current rate of interest so long as they remained outstand- 
ing. It was for the purpose of protecting its own earnings presumably 
rather than primarily for the purpose of establishing a sound banking 
system in New England that the Suffolk Bank adopted the plan to be 

described here: ' 

1 ( ' 

‘ Frdra Hepburn, Hiaiory of Coinage and Currency, p. 160. By permission of The Mao- 
miUan Company, publishers. ' - t ‘ ' 
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In 1818 the notes of the country banks of New England — that is, 
the banks outside of Boston — constituted a substantial proportion of 
the money in circulation, and these notes, when they drifted into Boston 
in the course of trade, were accepted by the Boston banks only at a 
discount because of the expense of redemption at the distant point of 
issue. But the notes of the Boston banks themselves, when presented 
at the counter of the Boston banks, were redeemable at par. Undjer 
these conditions Gresham’s Law operated to the disadvantage of the 
Boston banks. Merchants and others who received in the course of 
trade both kinds of bank notes presented for redemption the good notes, 
which thus went out of circulation, while they passed on from hand to 
hand the poor notes which would be redeemed only at a discount. The 
poor money tended to drive the good money out of circulation. The 
note circulation, and consequently the profits, of the country banks ex- 
panded at the expense of the more soundly operated banks in Boston. 

The Suffolk Bank, as a means of removing this threat against its own 
profitable operation, hit upon the expedient of compelling the country 
banks to redeem their notes promptly at par, not at the point of issue, 
but in Boston. The method employed was as follows: 

The Suffolk Bank offered to redeem the notes of country banks at par 
at its own counter, provided the issuing banks would keep with it suf- 
ficient funds for this purpose and in addition a permanent cash deposit 
to compensate it for its trouble. The country banks were not disposed 
to accept this offer, since to do so would have seemed to provide the 
enemy with weapons to be used for their own destruction. But the 
Suffolk Bank mduced the other Boston banks to co-operate with it and 
was able to put its plan into operation by bringing both pressure and 
persuasion to bear upon the country banks. To the country bank which 
would maintain the required cash deposit was offered the advantage of 
haiung its own notes accepted at par by Boston banks, which made it 
easier to issue them in loans to its own customers, and the further ad- 
vantage of having any notes of other country banks which fell into its 
hands likewise redeemed at par, provided the other banks were members 
of the Suffolk System. If, however, the country bank refused to jom 
the system and to maintain the required deposit, its own notes were not 
received at par by the Boston banks, but accepted only at a discount, 
and then promptly sent home for redemption at the issuing bank’s 
own counter. The notes might also be collected systematically and 
sent home in amounts so large that the demand for redemption would 
threaten the solvency of the banks. Thus the Suffolk Bank was able 
not only to offer the country banks advantages if they joined the system, 
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but to threaten them with embarrassment or ruin if they did not. As a 
result of this pressure and persuasion most of the country banks of New 
England joined the system and New England notes became generally 
redeemable at par. The Suffolk System remained in operation until 
the establishment of the National Banking System in 1863, under which 
each national bank was compelled to receive the notes of other national 
banks at par, thus bringing an end to the need of the Suffolk System. 
It may be observed that the Suffollc Bank served a purpose in New 
England similar to the purpose which the First and Second Banks of the 
United States tended to serve for the country as a whole, so far as 
maintenance of specie redemption of state banlc notes is concerned. The 
banks of the Suffolk System did not escape suspension of specie payment 
in the panic of 1837, but under the leadership of the Suffolk Bank the 
New England banks remained sounder during a period of generally 
unsound h ankin g than the banks in other parts of the country. 

14. The Louisiana System 

Another sound spot in our banking system in the period under dis- 
cussion was the banking system of Louisiana, established by law in 1842. 
The law required all banlrs in the State to hold a specie reserve of one 
third of their liabilities to the public, and to keep the other two thirds of 
their liabilities covered by commercial paper with a maturity of not 
exceeding ninety days. Prompt redemption of notes was secured by a 
provision prohibiting any banks from paying out the notes of other 
banks. Notes of other banks held by any given bank thus became dead 
capital, and tended as a consequence to be presented promptly for 
redemption at the banlc of issue. Under these conditions it became very 
dangerous for a bank to overexpand its loans in the form of bank notes. 

To cap this admirable system and actually make it operate with 
safety, effective state supervision was provided and bank directors were 
made individually liable for losses resulting from loans and investments 
made in violation of the law. This excellent state supervised system 
passed through the panic of 1857 without suspension of specie payment 
and remained in operation until disrupted by the Civil War. 

It should be emphasized that the Louisiana requirement of main- 
taining a substantial cash reserve as well as the requirement of keeping 
the bank's other assets liquid served a double purpose. These require- 
ments tended not only to provide the banks with cash or other liquid 
assets with which to meet demands for immediate cash payment of 
notes and deposits, but they served also as a drag on the making of 
unwise loans in immoderate amounts, and thus prevented the very 
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expansion which is the most common cause of inability to meet demands 
for cash. There is a strong tendency for writei-s to assume or imply 
that the first of these two purposes is the most important one served by 
reserve requirements, when in truth it is the second which is the 
most important. Cash reserve and liquid asset requirements are much 
more efficacious in preventmg dangerous inflation than in preventing 
suspension of specie payment when once inflation has occurred and a 
speculative bubble is pricked and collapses. 

15. A Sound State-O^vned and Operated B^^nk 

The two examples just given of sound banking under state laws during 
a period of general unsoundness in banking institutions in the United 
States both represent systems of privately o^vned and operated banks. 
In the Suffolk System the control in the interest of sound banking was 
exercised by the Suffolk Bank and its associated banks, the Massachu- 
setts state laws being in themselves ineffective in providing the State 
with a sound bank-note currency uniformly redeemable in gold at par. 
In the Louisiana System, the state laws were so ivisely drawn and so 
well administered that the state-regulated banks were perforce soundly 
managed and their notes redeemable in specie. We have now to con- 
sider a state-owned and operated bank — the Bank of Indiana — which 
was a credit to the Government of the State in which it carried on. 

This bank was established by the State of Indiana in 1834 with a 
capital of §1,600,000, one half owned by the State and the other half 
by private individuals. But all except §300,000 of the privately sub- 
scribed capital was lent to the stockholders by the State, so that the 
State actually advanced most of the bank’s capital. The bank was 
chartered for twenty-five years and was given a monopoly of banking 
under state laws. It was made to consist of a parent bank, or central 
office, at Indianapolis, and ten branches scattered through the State. 
The central office was nothing more than the headquarters of the branches 
where their operations wore guided and controlled by the president and 
the board of directors. All the capital of the bank was allocated to 
the branches, each branch being given §160,000. Each branch was 
entitled to aU its own earnings, but all the branches were collectively 
liable for their liabdities, a provision which would have been dangerous 
in the absence of strict supervision and sound management. 

The note issues of the branches were limited to twice the amount of 
their capital, and were thus restrained from inordinate e.xpansion. The 
bank turned out to be an eminently sound and useful institution, this 
fortunate result having been the outcome of a well-devised charter plus 
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careful management and supervision. Unsound practices were for- 
bidden by the charter or avoided by the management. No loans could 
be made wi'"h the stock of the bank itself as security. No favoritism 
could be shown to directors or other officials in making loans. A ma- 
jority of the board of diiectors had to pass upon all loans in excess of 
§500, and directors were made liable for losses resulting from loans un- 
lawfully made. These prohibitions and requirements alone tended to 
make for sound banking, but in themselves alone could not guarantee it. 
The bank had the power to make mortgage loans, but used this power 
sparingly in recognition of the sound principle that mortgage loans in 
large amounts are not proper assets of a commercial bank. Careful 
supervision of the branches included periodical but unannounced ex- 
aminations by officials from the parent office — these e.xaminations 
being “always of the most searching and thorough character.” ^ 

The Bank of Indiana not only conducted a safe and sound banldng 
business, but made large profits for its stockholders, including the 
State. Some years before its charter expired, its monopoly privilege 
was taken away from it, but the banlc continued to prosper even when 
running in competition with certain “wild-cat” banks organized under 
the free banldng laws of the State during the eighteen-fifties. When its 
charter expired, it was reorganized under a new charter and continued 
to operate and prosper until its note-issue power was destroyed by the 
federal law of 1865 levying a ten per cent tax on the issue of state bank, 
notes. 

16. Anti-Bank Sentlment = 

During the period covered by this chapter the people of the United 
States might have been classified, in respect to their opinion on banldng, 
as follows: 

1. Those who believed in sound banldng. 

2. Those who believed in unsound banking. 

3. Those who were opposed to all banks. 

To the third class belonged Andrew Jackson, who is reputed to have 
said to Nicholas Biddle: “I do not dislike your bank any more than all 
banks. But ever since I read the history of the South Sea Bubble, I 
have been afraid of banlcs." Another noted opponent of banks and bank 
money was Thomas Hart Benton, who became known as “Old Bullion” 
as a result of his advocacy of hard money. Anti-bank sentiment be- 
came of pohtical importance in the Mississippi Valley during the 

‘ White, Money and Banking, p. 383. The quotation is from Hugh MoCullooh. 

’ Helderman, National and State Banks, chapter 5- 
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eighteen-forties, largely as a result of the disasters growing out of the 
panic of 1837. Having seen and heard of so much bad banking, the 
anti-bank party refused to believe in the possibility of good banking. 
Anti-bank sentiment was strong in Wisconsin, Iowa, Missouri, Louisiana, 
and some other States, including even Michigan after its wild-cat bank 
orgy. Those who favored the development of a sound banking system 
had to meet the opposition, not only of the unsound banking advocates, 
but also that of the anti-bank party, who considered all bank money a 
swindle, and not without reason at the time. 



Cii.vraEa XVII 

'rilE NATIONAL BANKING SYSTEM 

1. Bkkefits Exfixted nto-M tub Natio.val Baxkixg Syste.w 

Tub National Banking Syatcan was cstublishod during the Civil War by 
an Act of Congrc.-vs passed in February, JSG3, entitled “An Act to 
provide a National Currency, M’cured by a pledge of United States 
stocks, and to provide for the circulation and redemption thereof.” 
Briefly described, this act provid('d for a sy-stem of commercial banks 
chartered by the National Government and having the power to issue 
bank notes secured by the i)Iedgo of Uniteil States government bonds. 
The most important purpo.x* of the new blinking .system was to provide 
the country with a .-'afe and uniform currency — bank notes who.se 
value would be unquestioned and which could be used by business men 
and travelers from one end of the country to the other. The country 
had always felt the nectl for sucli a paper currency, and in largo mejisurc 
the First and Second Banks of the United States with their branches 
had supplied it. But with the pxssing of the Second Bank of the United 
States in 183G, the paper currency situation had become intolerable. 

At the outbreak of the Civil War, the biink-note currency consisted 
of “the ragged and doubtful issues of sixteen hundred corporations” 
chartered under diverse laws of thirty-four States. There was no pre- 
tense of uniformity in the type of notes issued, and the hirgest issues 
were put out by the weakest banks. A.s Secretary Cliase phrased it, 
circulation was commonly in inverse ratio to solvency. The thousands 
of varieties of bank notes — .some good, some poor, some genuine, some 
counterfeit, some representing the promises of c.xisting banks to pay, 
and some the promises of banks that were broken — were a constant 
annoyance to tmvelcrs and a drag on business. Not oven expert bankers 
and professional engravers of bank notes could invariably detect counter- 
feit, altered, or spurious notes, and the average citi.5cn could not pro- 
tect liimself against fraud and loss even though armed with the latest 
weekly issue of the Danli-Noto Detector. European travelers in the 
United States expressed wonder that a reputedly civilized nation would 
tolerate such a disgraceful state of affairs.* 

Although many persons had long been suggesting a national system 

‘ For a description of tlio bank noto currency of tbo time sco Davia, Origin of the ifalioned 
Banking System, pp. 7-20. (Itcport of the National Monetary Commission, vol. 35.) 



416 THE NATIONAL BANKING SYSTEM 

of bank notes, nothing definite came of these suggestions until the sus- 
pension of specie payment in 1861 left the country with no money in 
circulation except the intolerably bad state bank notes and the small 
issue of United States “demand notes” that preceded the larger issues 
of greenbacks described in an earlier chapter. It was during the interval 
between the issue of the “demand notes” and the first issue of green- 
backs that Secretary of the Treasury Chase first proposed the establish- 
ment of a National Banking System with note issues so regulated by 
the Federal Government as to provide a safe and uniform currency. 
Before the new banking system came into operation, the issue of green- 
backs supplied the need of a uniform currency, and bad as the expedient 
of government legal-tender paper money was, the United States notes 
were widely welcomed as a much-needed relief from the nightmare 
currency of the “wild-cat” and “red-dog” banks. But the greenbacks 
were considered to represent merely a temporary form of currency, soon 
to be retired, and the National Banking Act was believed to hold forth 
the promise of a more permanent currency reform. The purposes, 
provisions, and results of this act will now be considered in more 
detail. 

It has already been stated that the chief benefit to be expected from 
the National Banking System was a safe and uniform bank-note cur- 
rency. But Secretary Chase, in urging enactment of the new banking 
law, pointed to other benefits which it might confer upon the country. 
It would provide a market directly for a large block of government 
bonds, and would permanently improve national credit as a conse- 
quence of the permanent demand for government securities created by 
the note-issuing provisions of the law. It would create a large number of 
institutions under national control widely distributed over the country 
which could serve as depositories for government funds, receive sub- 
scriptions to loans and distribute bonds to subscribers, and otherwise 
act as fiscal agents for the Government. Finally, it would stimulate 
the patriotism of the people as a consequence of their direct interest in 
the government securities brought about by the popular distribution 
of the loans.* 

Ob’/iously, the last-named of these anticipated benefits was of special 
importance during the war emergency when patriotism required some 
measure of artificial stimulation pecuniary in nature. During the war 
emergency, too, the Govermnent felt more keenly than in time of peace 
the need of fiscjil agents such as would be represented by the national 

> Dav ia, Oriaw of tht Xational UanJfir.Q Sittem, p. 100. {Ilcport of the Xaliondl Monetary 
Cor^mumfrit 35 .) 
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banlvS, and it felt more keenly also the need for an artificially stimulated 
demand for its bonds. But the need for a safe and uniform bank-note 
currency had been felt long before the war broke out, and would con- 
tinue to be felt after the war. A banking system that could provide 
such a currency would confer, not merely a temporary, but a permanent, 
benefit upon the country, and there is reason to believe that it was this 
particular benefit that Chase had most clearly in mind when he advo- 
cated the establishment of the National Banldng System, even though 
he emphasized in his speeches and papers certain other benefits to be 
gained in order to obtain'support for his measure in Congress. 

2. CuiEp Provisions op the National B.wjiciNa Act of 1864 

The National Banking Act, which was passed in February, 1863, was 
amended in various respects in June, 186-1, and since the act as thus 
amended remained in force much longer than the original act, it will 
best serve our purpose to devote our space to a description of the pro- 
visions of the amended act. The following were the more significant 
provisions of tliis act: 

The act provided for a separate Bureau in the Treasury Department, 
the chief of which was to be known as the Comptroller of the Currency, 
and was to have general supervision over the National Banking System. 
Any number of persons, not less than five, might organize a banking 
corporation under the act and engage in banking operations, provided 
that they met the conditions imposed by the law. 

The minimum capital of a national bank was fixed at $50,000 in 
cities whose population did not exceed 6000; at $100,000 in cities whose 
population exceeded 6000, but not 50,000; and $200,000 in cities with 
a population in excess of 50,000. At least fifty per cent of the capital 
was to be paid in before the bank would be authorized to commence 
business, and not less than ten per cent additional per month from the 
time of beginning business until the full sura had been paid in. 

Before beginning operations every national bank (referred to in the 
act as an association) was required to deliver to the Treasurer of the 
United States registered government bonds to an amount not less than 
$30,000, nor less than one third of the capital stock paid in. Upon the 
transfer of these bonds as required, the bank was entitled to receive from 
the Comptroller of the Currency bank notes of various denominations 
equal in amount to ninety per cent of the current market value of the 
United States bonds so delivered, but not exceeding ninety per cent of 
the par value thereof. At no time might the amount of such bank notes 
exceed the amount of the capital stock actually paid in. The total 
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amount of notes to be issued by all the national banlcs combined was 
limited to 8300,000,000. 

The notes were not only to be engraved in such manner as to guard 
effectively against successful counterfeiting, but were to have printed 
on their face such information concermng their nature as to inspire 
confidence in their prospective holders. Specifically there was to appear 
the statement, attested by the signatures of the Treasurer of the United 
States and the Eegister, that the notes were secured by Umted States 
bonds deposited with the Treasurer, and by the promise of the bank 
receiving the notes and placing them in circulation to pay the same on 
demand, this promise to be signed and countersigned by the president 
or vice-president of the bank and the cashier. Thus each note was to 
be signed and countersigned, not only by treasury officials, but by 
officials of the issumg bank. To increase further the general acceptabihty 
of the notes they were made receivable for all payments due to the United 
States Government e-vcept duties on imports, and each national bank 
was required to accept the notes of every other national bank in pay- 
ments due to itself. They were not, however, given full legal-tender 
power, and could not be used to pay interest on the national debt or to 
redeem the greenbacks. 

When the Comptroller of the Currency should receive satisfactory 
evidence that a national bank had refused redemption of its circulating 
notes, he should declare the bonds pledged by such banks to be forfeited 
to the United States. Thereafter holders of such notes might present 
them for redemption directly to the Treasurer of the United States, 
who would then cancel an amount of bonds pledged by the bank equal 
at current market prices, not exceeding par, to the notes paid. 

The issue of national bank notes was further restricted and safe- 
guarded by the cash reserve provisions of the National Banking Act. 
These provisions in the act as amended m 1864 were as follows: 

All national banks were required to maintam specified minimum cash 
reserves against both notes and deposits, the mmimum cash reserve 
ratio varying m accordance with the location of the hnnkg National 
banks located in New York City were reqmred to keep in their own 
vaults a minimum cash reserve of twenty-five per cent against both notes 
and deposits. National banks in sixteen other enumerated cities were 
reqmred to keep cash reserves of twenty-five per cent against both notes 
and deposits, but were permitted to deposit half of these reserves with 
national banks in New York City. The sixteen enumerated cities were 
St. Louis, Louisville, Chicago, Detroit, hldwaukee, New Orleans, Cin- 
cinnati, Cleveland, Pittsburgh, Baltimore, Philadelphia, Boston, Al- 
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bany, Leavenworth, San Francisco, and Washington. By later amend- 
ments to the law, Cliicago and St. Louis were placed in the same class 
with New York City, and these three cities came to be known as “ central 
reserve cities.” ‘ The remaining cities of the specified list became known 
as “reserve cities,” and the number of these cities was subsequently in- 
creased to more than sbcty, the list comprising most of the more impor- 
tant commercial and manufacturing centers of the country. Banks 
located in the central reserve cities came to be known as “central reserve 
city banks"; those located in reserve cities came to be known as “reserve 
city banks,” and all other national banks came to be called “country 
banks.” But these terms were not used either in the original Act of 
1863 or in the amended Act of 1864, here under discussion. Country 
banks — that is, national banks not located in any of the enumerated 
cities — were required to maintain minimum cash reserves of fifteen 
per cent against both notes and deposits, of which two fifths had to be 
kept in their own vaults, while three fifths might be deposited with 
national banks in any of the reserve or central reserve cities. 

The banks were to be held strictly to account in the matter of the 
minimum cash reserve and the prompt redemption of notes required by 
the law. Failure to maintain the minimum reserves or to make prompt 
redemption of notes was to be penalized by the appointment of a receiver 
by the Comptroller of the Currency and the winding-up of the affairs of 
the delinquent bank. 

The cash reserve requirements in respect to deposits remained un- 
changed from 1864 to 1913, when they were superseded by the cash re- 
serve provisions of the Federal Reserve Act. But after 1874 national 
banks were no longer requhed to maintain cash reserves against their cir- 
culating notes either in their own vaults or on deposits with other banks. 
Instead, each bank was required to keep on deposit in the Treasury of 
the United States a special redemption fund amounting to five per cent 
of its outstanding notes, out of which the Treasurer might make re- 
demption of its circulating notes upon demand when presented in sums 
of 81000 or multiples thereof. Thereafter, redemption of notes was re- 
quired only at the bank’s own counter and at the Treasury. Before this 
change in reserve requirements each country bank had been required to 
name one reserve city or central reserve city bank,. and each reserve city 
bank had been required to name a central reserve city bank, where its 
notes would be redeemed upon demand. It was at least partly for this 
reason that the country banks and the resei-ve city banks were given the 
privilege of keeping part of their, cash reserves on deposit with other 
banks, but this privilege was not taken away when the cash reserve re- 

« At the present time St. Louis is classified as a "reserve," not as a "central reserve” city. 
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quirements against notes were abolished and the method of note redemp* 
tion was changed. 

3. Results of Cuhrency Pbovisions of the National 
Banking Act 

It has already been indicated that the main purpose of the National 
Banking Act was to provide the country with a safe and uniform cur- 
rency. This purpose was ultimately achieved, but not completely for 
several years. The provisions of the law were from the beginning quite 
adequate to guarantee the holders of national bank notes against loss 
except in the event of the financial insolvency of the Federal Govern- 
ment itself. The pledge of government bonds, with a market value and 
a par value in excess of the amount of outstandmg notes in the case of 
each bank, in addition to the cash reserves oiigmally required against 
notes, and the five per cent redemption fund later required, made the 
notes at least as sound as government bonds. So long, however, as the 
Government was not in a position to redeem the greenbacks in gold upon 
demand, the national bank notes were no better than the greenbacks in 
which they were redeemable by the banks and the Government. Hence, 
they were not so good as gold until the date of resumption of specie pay- 
ment in 1879. But neither durmg the greenback period up to 1879 nor 
since has anyone lost a doUar through the failure of a national bank to 
redeem its circulating notes. In all cases in which the banks themselves 
have been unable to redeem their own notes, the Government has been 
able to take care of their redemption. 

The national bank notes, therefore, proved to be a safe form of cur- 
rency. The notes also represented a uniform currency m so far as these 
notes were all ahke and equally good. But their issue did not give the 
country a uniform currency at once, for the reason that many of the 
state bank notes in their astounding vanety of form and value remained 
outstandmg until they were, in effect, abolished by the Act of March 3, 
1865, which levied a tax of ten per cent on the notes of any state bank 
paid out after July, 1866. After this law went into effect, there was 
nothing for the state banks to do except either to give up issumg notes 
or to join the National Bankmg System, which they were privileged to 
do upon condition of meeting the capital, cash reserve, and other require- 
ments. Some of them did the one and some did the other. 

After the abolition of state bank notes by the prohibitive tax that 
went into effect m 1866, the bank-note currency remamed uniform in 
character until the issue of federal reserve notes and federal reserve bank 
notes began under the Federal Reserve Act of 1913, except for the tern- 
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porary issue of emergency cuiTency in 1914 under the provisions of the 
Aldrich-Vreeland Act of 1907. Since 1914, when the Federal Reserve 
System was placed in operation, we have had three kinds of bank-note 
currency — national bank notes, federal reserve notes, and federal reserve 
bank notes.^ As to whether this situation represents an improvement 
over the uniform currency of national banlc notes standing alone, we shall 
have more to say in later chapters. 

4. The NATioN.,Ui B^ustks .vnd tub Market for Bonds 

While the National Banking System did ultimately provide the coun- 
try with a safe and uniform bank-note currency, it was less successful 
in the matter of providing a market for United States bonds. The or- 
ganization of national banks proceeded so slowly that the bonds purchased 
as a means of securing the note-issue privilege amounted during the war 
period to only about $100,009,000, whereas the net amount of the na- 
tional debt reached a maximum of $2,758,000,000 in September, 1865. 
Even if the organization of national banks had proceeded so rapidly 
during the war period that the maxumun circulation of $300,000,000 
would have been reached, the direct aid thus afforded the Treasury in 
the sale of bonds would not have been relatively great, since only $333,- 
000,000 in bonds would have been required to secure this amount of cir- 
culation, provided that the bonds had been issued at par. It is probable, 
however, that the purchase of even the relatively small amount of bonds 
required had a tendency to sustain the market price of all the bonds out- 
standing, because it effectively removed that amount of bonds from the 
market. 

The disappointingly small issue of national bank notes during the 
vfar period was in large measure the result of the reluctance of the state 
banks to surrender their state charters and enter the National System, 
and the continued circulation of state bank notes in large quantities. 
The state bank-note circulation had reached a maximiun of $239,000,000 
in 1863 before the National Banking System was established. There- 
after these notes declined in quantity, but there stiU remained in circulaj 
tion $170,000,000 of them in January, 1864, and $126,000,000 in July 
of that year Naturally, if the state banks issuing these notes had j oined 
the National System and had taken out an equal amount of national 
bank notes, a considerable additional demand for government bonds 
would have been created. 

' Arrangements are now in efifeot to provide for retirement of federal reserve bank notes 
as well os of national bank notes. 

’ From Hepburn, History of Coinage and Currency, p. 327. By permission of The Mao- 
mdlau Company, publishers. 
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5. The State Banks and the National Banking System 

When the National Banking System was estabhshed in 1863, there 
were approximately fifteen himdred state banks in operation. How 
slowly they applied for membership in the National System is indicated 
by the fact that in January, 1864, there were only 139 national banks, 
and in January, 1865, only 638, some of which were, of course, newly 
organized national banks and not converted state banks. It was not 
until the enactment of the law placing a prohibitory tax on state bank 
notes that the state banks decreased rapidly m number and were sur- 
passed in number by national banks. By January, 1865, the number of 
national banks had increased to 1582 and in that year the number of 
state banks fell below 300. The state banks had been driven rather 
than coaxed into the National System. 

Before the tax was placed on state bank notes, the National System 
had offered the state banlrs little that they did not already enjoy under 
state charters, while at the same tune it placed various restrictions on 
their operations to which they were not subjected at all or were subjected 
in lesser measure under their state charters. The cash reserve require- 
ments of the National System, for example, were more severe than those 
of many of the States. Other restrictions or burdens placed upon na- 
tional banks that were more severe in many cases than those imposed 
by state banking laws included the followmg: 

Loans to any one person or firm m e.xcess of ten per cent of the capital 
of the bank were forbidden; interest rates were limited; holding of real 
estate was forbidden except that required for necessary use or acquired 
as a result of pre-existmg debt; a surplus of twenty per cent of the cap- 
ital had to be built up before all profits could be paid out in dividends; a 
tax of one per cent a year was levied on the average amount of notes in 
circulation, a tax of one half per cent a year on the average amount of 
deposits, and a tax of one half per cent a year on the amount of the bank’s 
capital invested in government bonds; above all, the minim um capital 
requirements of the National System were much greater than such re- 
quirements under most if not all the state systems. All these restrictions 
and burdens placed upon the national banks represented just so many 
reasons why state banks lefused to join. And there was doubtless a 
further reason that appealed to many state banks, namely, that the na- 
tional banks were to be more carefully supervised than the state banks 
had been in many States, and this would make violation or disregard of 
the banking laws a much moie serious matter than it had been in the past 
under state regulation. Local state oflJcials, friends in many cases of the 
banker, would be more likely to condone, and less likely to punish, viola- 
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tions of the banking laws than federal inspectors working under the direc- 
tion of a high and mighty Comptroller of the Currency located in Wash- 
ington and holding a position comparable almost to that of a member of 
the President’s Cabinet. 

Even after the prohibitory tax had been levied on the state bank 
notes, many state banks preferred to remain state banks without the 
note-issue privilege rather than join the National System with the note- 
issue privilege. Their number never fell much below 250, and after 1870 
they began once more to increase rapidly. By 1889 there were more 
state banks in existence than there were in 1863; by 1899, the number of 
state banks exceeded the number of national banks; and by 1914, when 
the Federal Reserve System was established, they outnumbered na- 
tional banks by two to one. 

6. Tub Value op the Note-Issuing Pbivilegb 

It was believed by many persons that the privilege of issuing bank 
notes conferred upon the national banks was an e.xtremely valuable one, 
and that it permitted the banlvS to obtain double interest on their cap- 
ital. Suppose, for example, the opponents of this privilege might argue, 
that a national bank invested 3100,000 in 5 per cent United States bonds 
at par, and obtained as a result the right to issue 390,000 in bank notes, 
and suppose that it then lent the 390,000 in notes to its customers at an 
interest rate of 7 per cent annually. Suppose, further, that when these 
loans were repaid the bank lent the proceeds again and again until the 
notes were finally presented to the bank for redemption. Under these 
conditions the bank would have enjoyed an income of 55000 a year from 
the bonds and another income of 36300 from the loans made in the form 
of the notes, or a total income of 311,300 from an investment of 3100,000, 
or 11.3 per cent a year; If the bank had lent the 3100,000 in cash di- 
rectly to its customers at 7 per cent, its income would have been only 
37000 a year. The value of the privilege was, therefore, 34300 a year 
on a note issue of this amount. 

This facile method of calculating the profits flowing from the note- 
issue privilege is based upon an imperfect understanding of the banking 
process as well as of the specific provisions of the National Banking Act. 
In our Chapter X the advantages of note issue to the individual bank 
were considered somewhat in detail, and the conclusions there reached 
may be repeated here. The individual bank with the privilege of issuing 
notes may make loans in three forms, namely, in the form of cash, de- 
posits subject to check, and bank notes, while the bank which does not 
have the note-issue privilege can make loans only in the form of cash and 
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deposits subject to check. The total amount of loans and investments 
which any bank may make depends primarily, not upon the form in 
which it makes its loans, but upon its total resources and its cash reserve 
position. With some reservations, to be considered in a moment, it may 
be stated that the privilege of issuing notes does not tend to increase the 
total loan and investment power of a bank. A conservatively managed 
bank must maintain adequate cash reserves against its bank notes out- 
standing just as truly as against deposits subject to check, since it must 
be prepared to redeem either upon demand. It is true that the govern- 
ment bonds pledged as security for notes issued by a national bank may 
be considered as secondary reserve to be sold as a means of redemption 
of the notes issued; but it is also true that the bank might have pur- 
chased such bonds and held them in its own vault as a secondary reserve 
to be turned into cash to meet emergency demands of its depositors. 
If the ownership of such bonds may be calculated to make actual cash 
reserves against notes unnecessary, it would make unnecessary also cash 
reserves against demand deposits. Abrupt increase in the amount of its 
notes issued by either an old or a new bank may endanger the cash 
reserve position of the bank as a result of unfavorable clearing-house 
balances just as truly as an abrupt increase in its loans in the form of 
deposits subject to check or its investments. 

There is, of course, the probability, which banks have often counted 
on in their policy of loan expansion, that bank notes placed in circula- 
tion may be returned less promptly for redemption than checks will be 
drawn against loan-created deposits. But counting on this probability 
does not represent sound bankmg, and a bank which expands its loans 
in the form of bank notes disproportionately to the expansion of loans 
and investments in the banking system as a whole is qmte as likely to 
meet disaster sooner or later as if it had made its expansion through the 
medium of loan-created deposits. 

While some national banks may have desired the note-issue privilege 
mainly because of this possibility of the demand for redemption of their 
notes being longer deferred than the demand for redemption of their de- 
posits, the chief value of the note-issue privilege lay in the fact that, dur- 
ing the earher years of the National Banking System, many borrowers 
preferred loans in the form of bank notes or other money to loans in the 
form of deposits subject to check. Business transactions were then set- 
tled more often by cash and less often by check than in later years. The 
question was often, not whether the bank should make a loan in the form 
of cash or deposits subject to- check, but whether it should make it in the 
form of bank notes or other cash. Under such conditions the note-issue 
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privilege was valuable for the same reason that the privilege of making 
loans in the form of deposits subject to check is valuable today. A 
further advantage of note issue was that a bank might retain some of its 
own notes as working cash reserve, in excess of the legally required min- 
imum which could not consist of the bank’s own notes. That is to say, 
instead of keeping on hand perhaps S10,000 excess actual cash reserve 
for emergencies, a bank invested this amount in interest-bearing bonds 
and kept on hand its own notes based upon these bonds. 

Consider now the specific provisions of the National Banking Act in 
relation to the assumed profits of note issue under that act. Up to 1874, 
the national banks were required to maintain the same cash reserves 
against bank notes as against deposits. Moreover, the notes issued were 
subject to a tax of one per cent per annum. 

In the hypothetical case of a bank investing $100,000 in 5 per cent 
government bonds in order to obtain the right to issue $90,000 in notes 
to lend at 7 per cent, the net income derived from the transaction was, 
therefore, much less than the $11,300 previously assumed. If the bank 
was a counti'y bank, it had to maintain a cash reserve of 15 per cent, or 
$13,500, against the $90,000 of notes issued. This sum, h lent at 7 
per cent, would have yielded $945 a year, and this amount, less whatever 
interest the bank might receive on that proportion of this legally requhed 
reserve which it could deposit mth a reserve city or central reserve city 
bank, would need to be deducted from the supposed net gain of issuing 
notes, previously calculated at $4300 for the $90,000 of notes. Then the 
tax of 1 per cent on the notes issued would have amounted to $900 a year, 
and this sum likewise would need to be deducted, so that the assumed 
net gain of $4300 from this issue of the $90,000 in notes is whittled down 
to something around $2700, leaving out of consideration altogether the 
fact that the bank might presumably have made its $90,000 in loans just 
as advantageously in the form of deposits subject to check as in the form 
of bank notes, in which case the loans would not have been subject to the 
tax of 1 per cent. 

In 1874 the requirement that the banks maintain cash reserves against 
notes on the same basis as against deposits was stricken from the law, 
and the banks were thereafter required to maintain no cash reserve 
against their notes except a 5 per cent redemption fund on deposit with 
the Treasurer of the United States. But it should not be forgotten that 
no bank might safely go on the assumption that, since no actual cash 
reserves against its notes were legally required, none need be carried. 

While the abolition of cash reserve requirements against notes issued 
presumably made their issue more attractive to the national banks, other 
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developments tended to counteract this factor. When in the years fol- 
lowing the Civil War the United States Government began to pay off its 
bonded indebtedness, its credit improved and it was enabled to refund 
the debt still outstanding into bond issues bearing lower rates of interest. 
Not only was the nominal yield on the bonds thus reduced, but the 
actual yield declined even more, because, with a decreasing supply and 
an increasing demand for the bonds, their market price rose above par, 
and the actual yield fell below the coupon rate. In time even the bonds 
ndth a coupon rate of only 2 or 3 per cent rose above par, so that the 
actual yield was less than 2 or 3 per cent instead of the 5 per cent of our 
hypothetical example. The culmination of the decline in the rate of in- 
terest paid on United States bonds between the Civil War and the estab- 
lishment of the Federal Reserve System in 1914 came in 1900, when pro- 
vision was made for the ultimate refunding of all the United States bonds 
into 2 per cent bonds. As an offset it was provided at the same time 
that thereafter national banks might issue notes up to 100 per cent of the 
par value of the bonds deposited in the Treasury, and the tax on the 
notes in circulation secured by these bonds was reduced from the former 
figures of 1 per cent to one-half per cent. Thereafter, while the banks 
still retained the privilege of issuing notes seemed by 3 per cent bonds 
still outstanding, they could secure no new bonds yielding more than 
2 per cent on par. 

Under these conditions there was little to be gained by the issue of 
notes. If, for example, a bank had 3100,000 in excess cash reserves, it 
might either lend this amount in cash loans at, say 6 per cent, or it 
might invest 3100,000 in 2 per cent bonds at par and obtain thereupon 
the privilege of issuing additional notes to the amount of 3100,000, which 
it could then lend at 6 per cent instead of the original cash. On the bonds 
it would obtain an annual income of 32000, from which the tax of 3500 
would have to be deducted, leaving it a net gain from the issue of $1500 
over and above the income it would have had by lending its own cash. 
If its notes were secured by 3 per cent bonds, they were subject to a tax 
of 1 per cent, leaving a net gain from the issue of 3100,000 of them of 
32000 a year, provided the bonds could be bought at par. When the 
banks paid more than par for the bonds, their net gain was sharply re- 
duced, and they might actually suffer a loss. All this leaves out of con- 
sideration the 5 per cent cash redemption fund maintained in the United 
States Treasmy, amounting to 35000 for 'a 5100,000 note issue, which 
might have been lent at, say 6 per cent, or 3300 a year. Moreover, it 
leaves out of account the fact that no bank could safely go on the as- 
smnption that no cash reserve was required against outstanding notes 
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8. The National Banking Systeji a Misnomer 

The outstanding defect, and the mother of many of the other defects 
of the National Banking System, was that it was not a true system of 
banks at all. System implies some degree of organization or structure; 
some differentiation of parts and functions of parts. Of this our National 
Banking System had very little; practically speaking, it represented an 
amorphous mass of unco-ordinated unit banks spread over the country 
in an extreme condition of decentrahzation. The classification of the 
national banks into three groups — country banks, reserve city banks, 
and central reserve city banks, with dissimilar reserve requirements — 
was misleading if it was meant to imply a differentiation of function and 
a measurable degree of organization. The National Banking System 
was a system without a head, and it is not surpiising that its action in 
time of crisis resembled the futile antics of a decapitated chicken in the 
process of being drained of its life blood. But the term “National 
Banking System” was a misnomer for another reason when used to 
describe our banking system as a whole as it existed from 1863 to 1913. 
During this period we had not a single system of banks, but one system 
of national banks existing alongside numerous systems of state banks, 
reaching finally the number of forty-eight. 

The state banks performed the two essential functions of commercial 
banking, namely, making loans and accepting deposits subject to check, 
and they were entirely outside the control of the National Government. 
In the panic year of 1907 the individual deposits of the state banks ex- 
ceeded $3,000,000,000, and those of the loan and trust companies, bank- 
ing institutions also under state control, exceeded 82,000,000,000, and 
the combined deposiks of these two classes of banks under state control 
e-xceeded by a substantial sum the deposits of the national banks, 
amountmg then to 84,323,000,000. In numbers also, the state bank and 
trust companies far exceeded the national banks. Even if the National 
Banking System proper had been effectively organized as a true system 
of banks, the large number and the enormous resources of the state banks 
and trust companies not under federal control would have made it prac- 
tically impossible to meet the requirements of a good banking system. 

9. No Effective Contkol over Expansion of Bank Credit 

A good banking system, it has been stated, will not permit such an 
e\-pansion of bank credit as to generate a speculative rise in the prices of 
securities, real estate, or commodities. The National Banking Act, with 
its various amendments, made no provision for preventing such expan- 
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sion of bank credit beyond that represented by the cash reserve require- 
ments in respect to deposits and the restrictions laid upon the issue of 
national bank notes. Now, obviously, the requirement that the national 
banks maintain cash reserves against deposits, ranging from fifteen 
per cent for country banks to twenty-five per cent for reseiwe city banks 
and central reserve city banks, restricted the power of the banlcs indi- 
vidually and as a whole to e.xpand credit in the form of deposits subject 
to check. The country banks could not expand their deposits subject 
to check to more than six and two thirds times their cash reserves, and 
the other banks could not expand theirs to more than four times their 
cash reserves. Had it not been for the permission granted to the country 
banks to deposit three fifths of their required reserves with reserve city 
and central reserve city banks, and a lilce permission granted to reserve 
city banks to deposit half of their required reserves with central reserve 
city banks, the total deposits subject to check of all the banks in the sys- 
tem could not in the aggregate have exceeded their aggregate cash re- 
serves more than five times, provided that the aggregate deposits of 
the country banlts had not exceeded the aggregate deposits of the 
other two classes of banks combined. But these redeposit provisions 
made possible a somewhat greater e.xpansion of deposits relative to cash 
reserves. This is a point of great importance and calls for further con- 
sideration, not only because the redeposit provisions made possible 
greater expansion of credit than the reserve requirements indicated at 
first sight, but because they gave rise to so-called fictitious reserves which 
made the banking situation appear superficially stronger than it really 
was, and because the redeposited reserves represented a great source of 
danger, in time of stress, to the banks in which they had been deposited. 

This whole matter can be clarified most readily, perhaps, by a con- 
crete example: 

' Suppose that a country bank with deposits of §2,000,000 had exactly 
the minimum required reserves — ^ fifteen per cent of §2,000,000, or 
§300,000. Three fifths of these reserves, or §180,000, it could deposit 
with a reserve city bank. . Against this deposit of §180,000 the reserve 
city bank was required to maintain cash reserves of twenty-five per cent; 
or §45,000, one half of which, however, it could deposit \vith a central 
reserve city bank. Against this deposit of §22,500,. the central reserve 
city bank had to keep a reserve of twenty-five per cent, or §5625; all in 
its own vaults. Total stated reserves of the three banks, so far as they 
were related to the deposits of this example, would have been §350,625, 
the sum of reserves required to be kept in the banks’ own vaults or in 
other banks. Actual cash reserves available to safeguard deposits of the 
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three banks would have been, however, only $148,125, or the amount 
kept in their own vaults by the three banks. In short, actual cash re- 
serves in this case needed to be only forty-two per cent of stated reserves. 

It should be added, however, that in the case of deposits originating m 
the central reserve city banks — deposits other than those belonging to 
reserve city and country banks — the actual reserve was equal to the 
stated reserve, so it would not be correct to state that for all the banks 
in the system the reserves actually required were less than half the 
stated minimum required reserves. 

But in practice the fictitious reserves did tend to represent a large 
proportion of total stated reserves. For e.\'ample, on October 21, 1913, 
shortly before the Federal Reserve System was inaugurated, the 7509 
national banks held cash in then own vaults of $926,000,000. This was 
their actual reserve. There was due to them from other banks $792,- 
000,000, representing fictitious reserves, making a total of stated reserves , 
of $1,718,000,000. The actual reserves were at this date 54 per cent of 
stated reserves, indicating that the banks were making full use of their 
privilege of depositing part of their reserves in other banks. Actual 
reserves were at this time 12.8 per cent of total deposits, when as a 
matter of fact they appeared to be 24 per cent. Instead of deposits in 
the national banks in the aggregate being only about four times total 
cash reserves, they were about eight times total cash reserves. 

Regardless, however, of whether the minim\im cash reserve require- 
ments were such as to limit deposits to fom or five times cash reserves 
or to eight times cash reserves, such a method of limiting e.vpansion of 
bank credit does not represent a scientific attempt to regulate bank 
credit with the end in view of, so far as possible, maintaining stability 
of the price-level. As previously explained, banks in competition with 
one another and not subject to external control tend to expand credit up 
to the hmit of the minimum cash reserve requirements, so that expan- 
sion of credit tends to proceed rapidly up to the point where reserves are 
down to the minimum and thereafter to proceed as rapidly as cash re- 
serves can be increased. This rate of expansion may be quite different 
from the rate of e.xpansion of the physical volume of production and 
trade. 

The expansion of credit by state banks was limited in the same way, 
by minim um cash reserve requirements, although the requirements 
under state law tended to be lower than under the National Banking 
Act. Any increase in the quantity of money in the country tended, of 
course, to bring an increase in the cash reserves of the state and national 
banks, and thus to bring about a further expansion of bank credit, and 
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it made little difference whether the source of the increased supply of 
money was a favorable balance of trade leading to imports of gold, 
increased domestic production of gold, the purchase and coinage of silver 
under the Bland-AUison and Sherman Acts, the increased activity of the 
government printing press, or finally, the issue of the notes of the na- 
tional banks themselves. Fortunately, the extreme imbecility of per- 
mitting the national banlcs to count their own notes as cash reserve was 
not perpeti'ated, although this measure was advocated in some quarters, 
but the state banlm could count the national bank notes as cash reserve, 
so that the effect upon the total credit expansion in the country was much 
the same as if the national banks themselves had been permitted.to in- 
clude national bank notes as legal cash reserves. 

The saving factor in this particular situation was this: In the early 
years of the National Banking System, an absolute maximmn of §300,- 
000,000 was placed upon the issue of national bank notes, and in later 
years the low rate of interest on the bonds, their increasing scarcity, and 
in general the small profit that national banks individually could make 
directly from their issue kept the amount of them in circulation at rela- 
tively low levels. Had it not been for this restriction upon the issue of 
national bank notes, the National Banking System would have become 
an engine for creating wild inflation, and would have generated panics 
much more disastrous than those usually attributed to its operation. In 
truth, the chief evil that may be justly charged against this system was 
not that it generated wild inflation, for it did not, having been too much 
hampered by its cash reserve and note-issue regulations. Its great 
fault was that it tended constantly to expand credit to the utmost of its 
rather limited capacity, and thereafter held in reserve no power for 
further expansion of loans in time of stress, and no means of meeting 
abnormal demands for cash and preventing disastrous forced liquidation 
of loans and suspension of specie payment. As an engine of inflation the 
Federal Reserve System, as we have found to our great cost, has proved 
to be infinitely more powerful and destructive than the National Banking 
System which it displaced and over which it was beheved to represent 
an improvement. 

10. No Provision for Rediscounting Coxeuercial Paper 

Consider now why the National Banking System could not meet that 
test of a good banking system which requires that the individual banks 
operating on a reasonably sound basis be at all times able to meet their 
demand liabilities by the prompt payment of cash. As stated in the 
preceding paragraph, the individual banks under this system tended 
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always to expand credit to the maximuni limit permitted by the cash 
reserve and note-issue requirements. This condition did not necessarily 
represent unsoimd banking from the point of view of the individual bank. 
If, for example, a country bank held cash reserves of only fifteen per cent 
of its deposits, but held promissory notes of its customers, and good 
bonds, or other legal investments, considerably in excess of the remaining 
eighty-five per cent of its deposits, and if it owned government bonds 
with a market value in excess of its outstanding notes, it might reason- 
ably have been held to be in a sound condition, particularly if the prom- 
issory notes were for short periods of from one to six months, and certain, 
for the most part, to be paid at maturity. Yet a bank in this apparently 
sotmd condition, with good assets substantially in e.xcess of demand 
liabilities in the form of deposits and bank notes outstanding, was actu- 
ally, imder the National Banking System, constantly in a precarious 
condition with the possibility of failure or at least temporary involun- 
tary suspension of cash pa3mient always just around the corner. 

One possibility was that of a sudden run on the bank by frightened 
depositors, bringing a sharp and abnormal demand for cash which would 
quickly exhaust both its cash reserve in vault and its cash reserve on 
deposit with other banks when this was called in. The secondary reserve 
in the form of good bonds, even if promptly sold for cash, could not save 
it; and its prime assets in the form of short-term notes of responsible and 
solvent borrowers might be unmarketable. There was no provision 
made imder this system for “rediscounting” such commercial paper; 
there was no market to which the bank could turn with the assurance 
that these prime assets would be converted promptly into cash to meet 
its sudden emergency. A good banking system requires that such a 
market be provided, where solvent banks can market safe and sound 
promissory notes or other like commercial paper and obtain actual cash 
to meet unjustified and panicky runs by their depositors. Under the 
National Banking System there was the possibihty, of course, that a 
bank thus threatened with ruin might obtain cash from other banks, 
but when one bank is being subjected to a run, however unjustified the 
run may be, other banks are likely to refuse aid in the form of cash, 
simply because they fear the nm may lead to other runs and they hold 
on to their own cash. This ever-present risk a commercial bank under 
the National Banking System had to assume, since no bank could operate 
at a profit without investing a large part of its available funds in the 
promissory notes of its customers, which, in time of stress, could not 
ivith certainty be converted into cash. 
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11, Seasonal Demands for Cash 

Consider next a set of circumstances and conditions under which sus- 
pension of specie payment tended to be forced, not merely upon one or a 
few soundly managed banks of the National Banking System, but upon 
all the banks in the system, good and bad alike. It has already been 
stated that under the National Banking System the individual banks 
constantly tended to expand credit up to the limit permitted by the 
Tninimum cash reserve requirements, so that, for example, a country 
bank with cash reserves of §60,000 would tend to have deposit liabilities 
of §400,000, and a resei-ve city bank or a central reserve city bank with 
reserves of $1,000,000 would tend to have deposit liabilities of §4,000,000. 

Because this cash reserve in the bank's own vaults represented idle, 
non-income-producing capital, the countiy banks and the reserve city 
banks made free use of the permission granted to them to deposit 
part of theii’ reserves in other banks, where they might draw a low 
rate of interest. Most of these redeposited reserves tended to be con- 
centrated in a comparatively small number of large national banks in 
New York City, which paid interest on them at a rate varying with 
conditions in the New York money market, a common rate being two 
' per cent a year. These depository banks in turn were able to lend 
seventy-five per cent of such deposits to stock-brokers in the form of call 
loans, payable upon twenty-four hours' notice, and secured by stock- 
market collateral — that is, by stoclcs and bonds listed and dealt m on 
the New York Stock Exchange. The assumption of the law was that, 
since the redeposited reserves were payable by the depository banks 
upon demand, they could safely be considered so much actual cash by 
the depositing banks. Even if the depository banlis did not at the mo- 
ment of demand have sufficient cash on hand to make payment, they 
could easily obtain the amount required by calling loans or selling invest- 
ments. This assumption was perfectly sound if the case of only one 
bank or a few banks was considered, but it was not sound when there 
was involved the case of a very large proportion of all banks desirous of 
increasing their actual cash on hand at the same time; and such a simul- 
taneous demand for more cash by many banlcs tended to occur frequently 
xmder the existing economic conditions. 

During the crop-moving season of late summer and early autumn, for 
example, the agricultural sections of the United States have in the past 
regularly experienced a greater demand for cash than in the slack seasons 
on the farm. In these busy seasons the farmers buy more suppHes and 
hire more labor than in other seasons, and having in the past paid such 
bills largely in cash have required more cash on hand. Moreover, the 
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local buyers of farm products have paid the farmers in cash, or in bank 
checks, and if in checks, the farmers have tended to cash these checks 
promptly at their local banks. Under these circumstances the banks in 
the agricultural sections experienced a heavier drain of cash than usual. 
A similar but less pronounced demand for cash was felt in the agricul- 
tural sections in the crop-planting season in the early spring. 

Another period of seasonal demand for cash is represented by the 
Christmas shopping period, and in a lesser way by other holiday periods, 
when banks in all parts of the country are called upon temporarily to 
pay out more cash than they receive from their ordmary sources of 
supply. 

Foreign trade operations also represent a source of demand for cash. In 
foreign trade there are marked seasonal fluctuations in the value of im- 
ports and exports, so that a country which on the average, year after 
year, may have a well balanced trade — both the visible and the invis- 
ible imports and exports being considered — will for weeks or months 
have such an excess of imports as to be subject to the hazards of heavy 
exports of gold, and this gold will ordinarily be drawn from the cash 
reserves of the commercial banks unless there is a central bank to supply 
it, or to regulate its flow. s 

Under the Independent Treasury System, which was in existence 
during the entire hfetime of the National Banking System, the financial 
operations of the Government often resulted m a drain upon the cash 
reserves of the banks, particularly in the financial centers. The reader 
will recall that under the Independent Treasury System the government 
funds were locked up in the Treasury and the sub-treasunes, and thus 
kept separate from the money in circulation and in the banks. Conse- 
quently, when government receipts exceeded government expenditures, 
as they often did, cash was dramed out of circulation and out of the 
bank reserves, and piled up in the Treasury. 

12. The Futile Scramble for Reserves 

Consider now what would happen if for any of the foregoing reasons 
a large number of banks under the National Banking System suffered a 
simultaneous drain upon then reserves and undertook to replace the 
lost reserves. Take first the case of a country bank with deposits of 

31.000. 000, and with reserves, slightly above the legal minimum, of 

3170.000, 390,000 of which was on deposit with a New York bank. 
Suppose that during the early days of the crop-moving season demands 
for cash paid out across its counter reduced its actual cash on hand by 
350,000 to the dangerously low figure of 330,000, and its total legal 
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of loans, or restriction of new loans and investments, it endeavored to 
obtain a favorable clearing-house balance and thus increase its l yisb 
reserve, it could succeed only to the extent that other banks attempting 
to do the same thing failed. 

13. Tun Inelastic Money Supply 

Regardless of how many investments were sold or how many loans 
were called, and regardless of how sparingly new loans and investments 
were made by the banks, the banks as a whole could gain no additional 
cash except from the following sources: 

1. A flow of money out of circulation into tlio banks. 

2. Imports of gold. 

3. Disbursements of the Treasury, or transfers from the Treasury 
to the banks. 

4. An increase in the supply of credit money issued by the Govern- 
ment or the banlis. 

The firat-named source may be dismissed at once. Money cannot 
ordinarily be draTO into the banks out of general circulation except 
by such a severe degree of deflation of bank credit and prices as to make 
the money in circulation redundant, unless some measure of co-opera- 
tion among the banlcs is forced upon them by some centralized agency 
acting as the head of the system, as under the Federal Reserve System 
to be discussed later. 

Imports of gold cannot be controlled by a decentrahzed banking 
system, without a head, such as the National Banking System, and any 
relief from this source had to be accidental m nature. When the bank- 
ing system was in need of additional cash reseiwes, gold exports were 
more hkely to be the rule than gold imports, and were themselves in 
fact, as indicated, one of the causes of a deficiency in aggregate cash 
reserves. 

If the Government Treasury had excessive funds on hand, it might 
and in some cases did, deposit them m so-called “depository banks” to 
help relieve monetary stringencies, but this source of rehef was un- 
certain, generally inadequate and subject to being used for personal or 
partisan considerations. 

The Government could not increase the amount of gold money except 
to the degree that gold bullion was offered for coinage at the mint. To 
increase the amount of other kinds of money — credit money, in the 
form of undervalued silver or greenbacks — was to resort to an un- 
sound practice and one destructive of confidence in the whole monetary 
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system when indulged in, as under the Silver Purchase Acts of 1878 
and 1890. Moreover, such issues of government credit money could 
not be effective in relieving monetary stringencies such as those under 
consideration, often developing suddenly and unexpectedly, unless 
Congress delegated the power of issuing money to an administrative 
commission to be employed at its discretion in tune of stress. 

Under the National Banking System, the banks could issue no money 
other than the national bank notes, and their issue was subject to such 
conditions that the aggregate amount issued tended to decline rather 
than to increase in times of financial stress when the banks individually 
and in the aggregate were short of cash reserves. Consider the position 
of a bank suffering from a deficiency in cash reserves, but with $100,000 
of national bank notes outstanding, secured by the pledge of not less 
than $100,000 worth of goverxunent bonds plus $5000 of cash in the 
redemption fund in Washington. By redeeming its notes it would ob- 
tain possession of its $100,000 in bonds and its $5000 redemption fund, 
and thus gain a net addition to its cash, if it could sell the bonds at 
par, of $5000. In the process, the aggregate amount of money in the 
country would be reduced by $100,000 and the banks as a whole would 
be subjected to an additional drain of cash reserves into circulation, 
to fill the void left by the withdrawal of the $100,000 in bank notes. 

There was, therefore, under the National Banking System no de- 
pendable and adequate source of supply of additional cash reserve for 
the banks in the aggregate in time of stress. On the contrary, in such 
times the total amount of cash in the countiy tended to decline, and 
when the banking troubles became generally known, the drain of cash 
out of banks into the hands of the people was accentuated by the fear 
of bank failures which impelled timid persons and business organiza- 
tions to hoard whatever cash they could lay their hands upon. 

It was small wonder, therefore, that more or less severe monetary 
stringencies developed seasonally in the crop-moving, crop-planting, 
and holiday seasons, and when imports exceeded exports, or govern- 
ment revenue exceeded government expenditures; and that there was 
the ever-present danger that such monetary stringencies might develop 
into disastrous financial panics, involving a mad scramble among the 
banks for the available cash reserves, widespread runs on banks, general 
suspension of cash payment by banks, and consequently thousands of 
failures among business concerns which imder a sounder banking system 
might have remained solvent. 



438 


THE NATIONAL BANKING SYSTEM 

14. Forced Liquidation 

If one of these periodical drains of cash found the banks of the country 
well supplied with excess reserves, no great trouble necessarily followed. 
The banks in the interior, for example, might recall the New York City 
deposits in the crop-moving season with no worse results than heavy 
calling of loans by the New York banks, ■nith consequent selling of 
stocks and bonds on the New York Stock Exchange and more or less 
severe temporary declines in stock-market prices. In fact, this happened 
so regularly that shrewd speculators had learned to expect a rise m 
stock quotations in seasons of easy money and declines in the late sum- 
mer and earl^ autmnn, when the movement of cash into the interior 
forced the calling of stock-market loans. 

Perhaps it is not clear to the reader why the calling of loans by the 
New York banks should result in the selling of stocks and a decline on 
the stock market, so that a brief explanation may be in order. If only 
one New York Citi’’ bank had been called upon to remit cash into the 
interior and had been compelled to call loans, no selling of stocks and 
decline in prices need have resulted. The borrower could in that case 
have paid off the loan at this bank by borrowing from another bank. 
But ivhen all the banks engaged in making such loans were called upon 
simultaneously to meet demands for cash and all were calling loans 
rather than making new loans, stock-market loans became hard to get. 
“ Call money” became scarce and the rate of interest charged rose to very 
high figures, sometimes above the rate of one hundred per cent a year. 
This charge was paid by the broker and by hinn shifted to the customer, 
and when it became so high as to represent a hea\’y burden, speculators 
sold stocks to reduce their debts. This increased the number of shares 
offered for sale; at the same time, demand for stocks fell off, since few 
speculators cared to borrow at excessive rates to buy stocks. Thus, 
with supply increasing and demand decreasing, the price of stocks 
tended to fall sharply. 

When a temporary monetary stringency found the banks in the ag- 
gregate short of reserves rather than with an excess above legal re- 
quirements, the scramble for reserves became panicky. Banks called 
loans and sold investments right and left. Stocks and bonds, commodi- 
ties, and real estate were all forced on to a sinking market — a market 
receding under the pressure of increasing supply and declining demand. 
While under these conditions the banks m the aggregate could not in- 
crcTtsc their cash reserves absolutely, they might thereby increase their 
reserve rtitio, because the liquidation of loans and investments would 
result in a simultaneous reduction of deposits. For example, if Bank A 



THE CEISIS OE 1873 439 

demanded payment of a SIOOO loan from John Doe, one of its depositors, 
he would probably pay either by a check drawn against his account with 
Bank A or against his account in another bank. In either case the 
deposits of some bank would be reduced by the amount of the check, 
while there would be no corresponding increase in deposits in any other 
bank. Similarly, if Bank A sold an investment, say a bond for SIOOO, to 
Richard Roe. He would pay with a check drawn against his accoimt 
with Bank A or with a check drawn against his account with another 
bank. Again the deposits of some one bank and the deposits of alt 
banks in the aggregate wPuld be diminished by the amount of the check. 

If, now, fear had not grown to larger and larger proportions as the 
process of liquidation developed, the process might have ended when the 
liquidation of loans and investments had proceeded far enough to restore 
the reserve ratio to the minimum requii-ed by law. But once panicky 
fear developed, the process of liquidation did not stop here, but ran on 
to a disastrous conclusion. The lower the prices of securities, real 
estate, and commodities fell, the more insistent banks became that loans 
secured by such property should be paid at maturity and the less they 
were inclined to grant new loans. Moreover, as more banks^were 
forced to close, more runs developed on other banks and the more 
severe became the drain on the cash reserve of all those remaining open. 
When the state of fright was reached that made it impossible for banks 
to meet the growing demands for cash, general suspension of cash pay- 
ments by good and bad banlis alike became inevitable. 

15. The Crisis op 1873 

In the preceding section the defects of the National Banking System 
have been considered from the purely abstract point of view. On the 
basis of the provisions of the law and the principles of banking con- 
clusions were drawn upon what would naturally tend to be the results 
achieved under the system. Incidentally, allusions were made to the 
crises that actually developed imder the law — the development of 
which ought to have been easily foreseen by anyone conversant both 
with the provisions of the law and banldng principles. Limitations of 
space will not permit in this chapter any detailed description of the 
crises — minor and major — under the National Banking System during 
its fifty years of life, but a few significant facts may with profit be pre- 
sented relating to the three great crises of 1873, 1893, and 1907, each 
of which resulted in general suspension of specie payment by banks 
throughout the country. These facts are drawn from the e.xceUent and 
detailed report upon the History of Crises under the National Banking 
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System, prepared for the National Monetary Comnaission by Professor 
Sprague.^ 

The crisis of 1873 broke in September of that year, having been ushered 
in with the failure of the important stock-brokerage firm of Jay Cooke 
and Company and a niunber of other failures of stock-brokerage con- 
cerns, and avith runs on and failures of large banks in New York City. 
The stock market became so thoroughly demorafized that the New York 
Stock Kxchange was closed and remained closed from September 20 to 
September 30. By September 24 the New York City clearing-house 
banks had been compelled partially to suspend cash payments, and sus- 
pension throughout the country followed within a few days. 

Despite the fact that the banks in general were compelled to suspend 
specie payment temporarily — the suspension lasted only about three 
weeks — only a few of the banks actually failed, and those which were 
compelled to hquidate were found to have been mismanaged. As for 
the other banks, they were in a condition of normal strength and solvent 
at the time of suspension. The general suspension was the result of the 
defects of the system and not of general mismanagement of the individual 
banks. 

When the panic broke, the country banks had on deposit with re- 
serve agents — mainly in New York City — §64,000,000. Between 
September 12 and October 13, they withdrew all but §38,000,000 of 
these deposits, and reduced their deposits with other banks also from 
§21,000,000 to §17,000,000, their total withdrawal of cash from reserve 
agents and other banks having been thus §30,000,000. During the 
same period they had actually managed to increase their total holdings 
of cash, including bank notes and legal tenders, by more than §3,000,000, 
so that in this scramble for reserves the country banks as a group were 
highly successful, at the expense of the other two classes of banks. 
Nevertheless, they felt impelled to cut down loans to their customers 
from a total of §478,000,000 on September 12, to §455,000,000 on 
October 13, or about 5 per cent. By this reduction in loans and by the 
payment of cash into circulation they reduced their deposit liabihties 
by §45,000,000, this decrease having been in part offset by an increase 
of §5,000,000 in the amount due to other banks. While this may not 
seem to have been a great reduction in deposits, it represented a re- 
duction of more than 15 per cent, a serious contraction over a period of 
one month. Incidentally, contrary to what one might suppose, the 
country banks expanded note circulation during this month by ap- 
pro.ximately §2,000,000, this e.xpansion apparently having been made 

' Printed in. 1010 as a Report of the y^ational Tilonctary Commisstorit Senate Document 
No. 53S. 
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possible by the possession of ^ some millions of dollars of government 
bonds not yet pledged to secure note issues at the time. 

The reserve city banlcs during this period reduced loans in about the 
same proportion as the country banlcs, but the New York City banks 
contracted loans more sharply, the reduction in this case having been 
about 10 per cent. The sharper contraction of loans was forced upon 
the New York City banks because they were compelled to bear the bur- 
den of the drain of cash out of the banicing system into ckculation. The 
country banks, as has been seen, actually increased their cash on hand, 
and the reserve city banks and central reseiwe city banks outside of New 
York City lilcewise drew upon New York for cash more than upon their 
own supplies to meet the demands of depositoi-s. The result was that 
the cash reserves of the New York banlcs was sharply reduced in the 
period from September 12 to October 13 — from §49,000,000 to less 
than §21,000,000. 

One interesting circumstance was that, in the general contraction of 
loans forced upon the New York banks, they were able to reduce their 
call loans relatively less than their other loans — presumably because 
of inability of the borrowers on call to liquidate their loans except upon 
such a ruinous sacrifice of the stock-market collateral as to destroy their 
ability to pay at all. 

The panic of 1873 would have been much worse and its after effects 
more serious if the New York City banks had not developed a Avise and 
public-spirited system of co-operation wliich checked in a considerable 
measure the scramble for cash reserves in Ncav York City. Their 
policy of co-operation involved the use of tAVO expedients — the clear- 
ing-house loan certificate and the equalization of reserves. By agree- 
ment among the banks each member of the Clearing-House Associa- 
tion was given the privilege of depositing Avith a designated committee 
approved collateral upon receipt of which the committee Avas authorized 
to issue to the bank clearing-house loan certificates which it could use 
in settling unfavorable balances at the clearing-house. The purpose of 
these certificates Avas to diminish the incentive of the individual banks 
to restrict loans as a means of avoiding unfavorable balances at the 
clearing-house Avhich would have to be paid in cash. If a bank could 
meet such balances with clearing-house certificates instead of cash, it 
would tend to lend more freely, and to the extent that all lent more 
freely the contraction of loans and forced liquidation would be mitigated; 
and the very fact that all the banlcs could thus use such certificates in- 
stead of cash would tend to make it unnecessary for any of them to use 
them on a large scale. 
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The equalization of reserves was necessary as a condition of the suc- 
cessful use of the clearing-house loan certificates. Some bemka would 
naturally lose much cash across their counters, and if they could not 
obtain cash as the result of favorable clearing-house balances would be 
compelled to suspend cash payment. Suspension of one bank would 
naturally have led to nins on others, intensifying the strain on all the 
banks in the system. The banks wisely agreed that in respect to that 
part of their cash reserves represented by greenbacks — and most of 
their roserves were in this form in 1873 — they would form a pool, and 
any one bank subjected to a drain of cash would receive aid from tlie 
others. By this virtual pooling of reserves the New York banks per- 
formed one of the main functions of a central bank. By extra-legal 
methods they gave the National Banking System temporarily what it 
had not been provided with by its creators — a head. As a result of 
this method of co-operation the New York banks were enabled to pay 
out cash more freely to the country banks and to lend more freely to 
their own customers, so that the contraction of credit and forced liquida- 
tion of loans was much less disastrous than it othcnvisc would have 
been. For this action by the New York banks in 1873 they have been 
warmly commended by Sprague. Unfortunately, as he points out, 
this same degree of public-spirited co-operation was not achieved in the 
crises of 1893 and 1907. 


IG. The Ckisis of 1893 

In Februarj-, 1893, occurred the failure of the Philadelphia and 
Reading Railroad which Irad undertaken speculative ventures not justi- 
fied by its available resources, involving heavy short-term loans. This 
naturally was a severe shock to the stock market. Early in May came 
the disastrous failure of the financially mismanaged National Cordage 
Company and a stock-market collapse. These failures can hardly be 
said to have caused either the stock-market collapse or the banking 
panic that followed rvithin a short time. They represented merely 
symptoms of the unsound business conditions and practices out of which 
financial crises grow. The banking crisis did not develop immediately 
after the severe market crash early in 2ilay. In fact, the New York 
banks actually strengthened their position during the month of May, 
and on May 27 had a reserve ratio of 30.82 per cent, and excess f'nsTi 
reserves of more than $25,000,000, both the reserve ratio and the amount 
of excess reserves having been greater than at the corresponding date 
of the previous year. 

In Jime, however, a heavy drain of cash from the New York banks to 
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the interior developed, and by, June 17, the surplus reserves of thoNew 
York banks had been reduced to less than $9,000,000 from the $25,000,- 
000 of three weeks before. This withdrawal of cash from the New York 
banks Sprague attributes directly to the failure and suspension of a 
large number of banks in the West and South. In most cases these 
failures were the result of violations of the banking law and imprudent 
methods of banking, but some of the failures could be charged to the 
abnormally large number of mercantile failures during the period from 
January to July, 1893, the number of such failures having been 3401, 
with liabilities of $169,000,000 — an appalling record. But whatever 
was the first cause of the TOthdrawal of New York deposits, there 
had developed all over the country a distrust of the New York banks 
and they were faced with a “run,” and they had but a negligible amount 
of surplus reserves with which to meet it. 

On June 15 the New York banlcs made provision for the issue of 
clearing-house loan certificates, the purpose of which has already been 
described in our discussion of the crisis of 1873. The issue of these 
certificates, Sprague points out, became associated in the public mind 
with suspension of specie payment by the banlcs, but as a matter of 
fact did not represent such suspension. They were used only to' settle 
balances among banks at the clearing-house, and cash might stiU be 
paid out to customers upon demand across the counter. At this time 
the banks continued to pay cash upon demand to their customers after 
the clearing-house loan certificates were put into use at the clearing- 
house. 

The New York banks continued to lose cash, and by July 8, they had 
a deficiency in reserves of more than $5,000,000. As in 1873, the country 
banks actually increased their cash holdings while the reserves of the 
New York banks were correspondingly drawn down. At the same time 
the New York banlcs had reduced their loans in relatively smaller measure 
than the country banlcs, and for a while it seemed that they might 
weather the storm and escape the necessity of suspension. But in the 
latter part of July came a series of bank failures in the interior and the 
failure of the Erie Railroad, forced into receivership by a large floating 
debt. A renewed run on the cash reserves of the New York banks 
followed. Stoclcs declined, call-money rates rose to a rate of 74 per cent 
per annum, and suddenly the banks throughout the country, beginning 
in New York, suspended cash payments. Sprague attributes the 
necessity for suspension in the case of the New York banks to the fact 
that, while they had resorted to the use of clearing-house loan certificates 
in settling clearing-house balances, they had not, as in 1873, adopted 
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the policy of equalization, or pooling, of reserves. As a direct conse- 
quence of this failure to pool reserves, those New York banks which had 
many correspondent banks in the interior were called upon to cash many 
drafts across their counters, but could not replenish their cash supply 
through favorable balances at the clearing-house. Thus suspension 
was forced upon them. .The banks as a whole in New York had large 
supplies of cash left on hand at the worst stage of the panic, although 
their reserves in the aggregate were below the legal minimum of 25 per 
cent. Some of those with the more ample reserves and smaller bankers’ 
deposits were able to maintain cash payment. Suspension, while 
“ general,” was not complete. 

After general suspension of cash payment by the New York banks 
cash rose to a premium in terms of deposits — the premium continuing 
thirty days and reaching a maximum of four per cent. The buyers of 
currency were banks, employers who had to have cash to meet payrolls, 
and others. One result of the currency premium was that it stimulated 
the import of gold, the imports of gold during the four weeks ending 
September 2 having amounted to the abnormally large figure of $40,- 
000,000. These gold imports, in turn, permitted the New York banks 
to build up again their cash reserves which had been depleted by the 
shipment of cash into the interior. 

Naturally, the general contraction of bank loans was an important 
feature of the banking crisis and the scramble for reserves, and this in- 
flicted heavy damage upon the unfortunate customers of the banks. In 
the five months from May 4 to October 4, the loans of national banks 
were contracted from $2,161,000,000 to $1,843,000,000, a contraction 
of $318,000,000, or almost 15 per cent. 

17. The Crisis of 1907 

The crisis ol 1907 marked the culmination of a ten-year period of al- 
most uninterrupted prosperity and rising prices, resulting in large 
measure from a great rise in the annual production of gold and steadily 
mounting gold reserves in the leading industrial countries of the world. 
Along with the increase in the gold supply and bank reserves went quite 
naturally a great expansion in bank deposits and loans. Cash reserves 
of the national banks rose, for example, from $389,000,000 in October, 
1897, to $702,000,000 in August, 1907, an increase of more than 75 per 
cent. But loans and deposits rose in even greater proportion, loans 
rising during the same period from $2,066,000,000 to $4,678,000,000, 
and deposits from $2,179,000,000 to $5,256,000,000, the increase in each 
case having been considerably more than 100 per cent. Since deposits 



THE CRISIS OP 1907 


445 


rose relatively more rapidly than cash reserve, the reserve ratio fell, 
the ratio for all national banks having been 17.9 per cent on October 5, 
1897, and only 13.3 per cent on August 22, 1907. As for the state banks 
and trust companies, they had increased their resources and liabilities 
even more rapidly during this ten-year period than had the national 
banks, and were in a relatively weaker position in respect to cash reserves. 

Both the national banks and the state banks and trust companies 
outside New York City had heavy deposits with the New York City 
banks. Another disturbing factor was the fact that the New York 
trust companies, with their inadequate reserves, might, in time of crisis, 
withdraw large sums from the New York money market, and thus throw 
additional burdens upon the national banks. Finally, there was the 
fact that outside banks had developed the practice of making loans to 
New York business organizations, and more than .$300,000,000 of such 
loans are estimated to have been outstanding in 1906. At the first 
sign of trouble such loans would tend to be -withdrawn. The net amount 
due from the New York banlts to other national banks alone on August 
22, 1907, was $214,000,000, with another $196,000,000 duo to state 
banks and trust companies. In view of these facts, it is obvious that 
the stage was prettily set for a banking panic in New York following 
quickly upon the heels of any particularly disturbing bit of financial 
news. The situation was not made any better by the tremendous 
amount of speculation in commodities, securities, and real estate en- 
gendered by a long period of persistently rising prices. 

Signs of impending financial disaster were not laclcmg in the earlier 
months of 1907. There was a sharp crash on the New York Stock Ex- 
change in March, resulting from the calling of loans by New York 
banks, which in turn was the result of a tightening of the reins of credit 
by the Bank of England, which considered that further extension of 
credit to American bankers was dangerous. Monopolistic control of 
the copper market, which had driven the price of copper up to 27 cents 
a pound early in 1907, began to show signs of breaking down in July, 
and by October the price had fallen to 13 cents, with buyers even 
then refusing to buy, as is usually the case when prices are falling.^ The 
manipulation of the price of copper was tied up with manipulation of 
the shares of copper companies and other speculative ventures, and into 
this dangerous speculation were drawn several New York banks and 
trust companies with deposits aggregating $71,000,000. Runs on these 

< History strangely repeated itself in respect to such monopolistic control and collapse 
of the copper market in 1029. The period of collapse and depression of 1929-33 shows 
many other striking similarities to the crises of 1873, IS93, and 1907. 
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banks resulted early in October, but since the banks were not large and 
the total amounts involved relatively small the clearing-house banks 
by concerted action were able to extend enough help to the banks in 
trouble to save the situation temporarily. 

Panic did not develop until October 21, when the National Bank of 
Commerce, a member of the clearing-house, announced that it would 
discontinue clearing for the ICnickerbocker Trust Company, a non- 
member, on the following day. A run on the ICnickerbocker followed 
and it was compelled to suspend cash payment. This was a severe 
shock to the financial commimity, since the Knickerbocker was the 
third largest trust company in New York, with deposits of 362,000,000. 
The next day a run began on the Trust Company of America, with 
deposits of 364,000,000, this run having been mainly the result of an 
imwise announcement that its affairs had been the subject of a confer- 
ence of bankers. Other banks came to the assistance of the Trust 
Company of America and it withstood a nm during which it paid out 
334,000,000. Confidence, however, was not restored, and other banks 
and trust companies had to call for assistance from the stronger members 
of the banking community. 

At the same time that the clearing-house banks were advancing cash 
to the trust companies, they were being called upon to ship large sums 
of cash to their correspondents in the interior. The calls from the 
interior were made more insistent by bank and business failures in 
various parts of the country, but in the main the impeUing cause was 
distrust of the New York banks — the fear of general suspension of 
cash payment in New York. This fear was unfortunately fully justi- 
fied. 

Sprague concludes that the suspension of cash payment by the New 
York banks was unnecessary and ine.xcusable. These banks as a group 
failed to exercise a reasonable degree of leadership and co-operation — ■ 
they did not five up to their responsibilities. In the first place, they 
did not resort to the issue of clearing-house loan certificates until 
October 26, when the panic was already well under way and becoming 
imcontrollable. A more prompt use of clearing-house loan certificates 
would, for reasons already given, have made it possible for the individual 
banks to grant new loans more freely and to call old loans less ruthlessly, 
so that there would have been considerably less forced liquidation of 
stock-market collateral- — liquidation which caused such violent de- 
clines on the stock market that complete collapse was prevented only 
by a 325,000,000 money pool formed by J. P. Morgan.^ The second 

i Father of the present J. P. Morgan. 



THE CRISIS OF 1907 447 

count against the banlcs is that they did not pool their reserves. While 
some of the stronger banks e.xtended aid to the weaker banks, others 
attempted to strengthen their own cash position and thereby added to 
the general demorahzation. The third count against the New York 
banlfs is that they restricted cash payment, and thereby hastened general 
suspension over the country as a whole while they were stiU, in the 
aggregate, very strong in cash reserves. In other words, they refused 
to use the reserves wliich they had. Sprague estimates that out of a 
total reserve of 8256,900,000 held on October 19, the solvent New 
York banks paid out only 836,000,000 during the next two weeks, and 
that they had paid out only 826,000,000 at the time when cash payments 
were restricted. The fourth count against the banks is that resumption 
of cash payment was delayed long after resumption had become pos- 
sible. Resumption was not complete until the beginning of January, 
1908, and for two months cash was regularly bought and sold at a 
premium in New York. 

As for the country banks, as usual in times of banking crises, they 
strengthened their cash position at the expense of the depository banks 
in New York and other reserve cities. In December, when the worst of 
the panic was over, they actually held $47,600,000 more cash reserves 
than in August before it began. This increase in their cash reserves is 
accounted for by the fact that their net deposits with reserve agents 
declined from $410,000,000 in August to $356,000,000 in December, a 
decline of $54,000,000. 

During the crisis contraction of loans was naturally the order of the 
day, with the banks all, with a few e.xceptions, scrambhng for reserves, 
but the total extent of loan contraction was comparatively mild — the 
reduction for all national banks having amounted to only $85,000,000, 
or two per cent, from August 22 to December 3. Contraction by state 
banks and trust companies was probably greater, since these were in a 
weaker position than the national banks to begin with because of less 
stringent cash reserve requirements. In New York City the national 
banks had actually expanded loans during the period from August to 
December by $63,000,000. This was accounted for by the fact that so 
many loans were called by the trust companies and outside banks that 
the national banks in New York were compelled to e.xpand loans in 
some degree to avert complete disaster. The burden of such expansion 
was thrown mainly upon a few of the more public-spirited banks whose 
management recognized that financial collapse would be complete if 
they participated in the general mad scramble for cash reserves. 

The New York banks received substantial assistance from the United 
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States Treasury, -which deposited $36,000,000 in these banks during the 
latter part of October. This alle-vdated to some extent the shortage of 
money resulting from hoarding during the crisis. The shortage of 
money was further relieved by abnormally large imports of gold during 
November, amounting to $96,000,000. The circulating medium was 
further expanded by the resort to substitutes for money, such as clear- 
ing-house loan certificates, used only by banks, and cashiers' checks, 
pay checks, etc. As was to be expected, little help came during the 
crisis from expansion in the amount of national bank notes in circula- 
tion, although the Treasury encouraged the issue of additional bank 
notes by offering $150,000,000 of new government secunties to the 
banks — to be used as the basis of additional note issuea. To make the 
offer attractive, the banks were permitted to retain a large percentage of 
the amount paid for the securities as a government deposit, so that they 
could issue a larger amount of new bank notes than the sums they ac- 
tually paid out for the securities. As a result of this generous offer to 
the banks, national bank-note currency expanded $34,000,000, but this 
increase came tardily in December, and not promptly in time of the 
greatest need. 
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mass of hundreds or thousands of commercial banlcs mth no recognized 
leadership. It is the prime function of a central banlc to maintain the 
banking system of which it is the head in a sound and efficient con- 
dition, and by keeping the system as a whole sound to help the member 
banks of the system to conduct a safe yet profitable banking business 
which, generally speaking, they cannot do without the aid of a central 
bank, as e.xperience has abundantly shown. 

In order that a central bank may properly perform this service of 
maintaining the banking system in a safe and sound condition, it must 
at all times be in a position to loosen or tighten bank credit as circum- 
stances warrant, to raise or lower discount rates, to check speculation 
or to encourage buying, and, withm limits, to permit a rise in prices or 
to force a fall. All this imphes that the central bank must be primarily 
a bankers’ bank, having relations mth the member banks of its system 
quite similar to the relations existing beUyeen a member bank, or or- 
dinary commercial bank, and its customer. For example: 

1. It should accept deposits from its member banks, and stand ready 
at all times to pay these deposits upon demand, cither in cash or in its 
own circulating notes. 

2. It should stand ready at all times to extend credit to its member 
banks in such reasonable amounts as the general banking situation 
warrants, through discounting the promissory notes of the member 
banks properly collateraled, through rediscounting for them their own 
customers’ notes, and through purchasing from them bankers’ accept- 
ances, trade acceptances, and possibly other forms of short-term prime 
commercial paper. 

3. The credit advanced to the member banks may take the form of the 
bank notes of the central bank itself, other kinds of money in common 
circulation, or deposits credited to the account of the member banks on 
the books of the central bank. 

In addition to performing these various services for its member 
banks, the central bank should have the power to buy and sell govern- 
ment securities, bankers’ acceptances, and other forms of short-term 
commercial paper in the open market — that is, to take the initiative 
in such transactions, either with member banks or other buyers and 
sellers, so that it may e.xercise a direct influence upon credit conditions 
independently of any action that may be taken by its member banks. 

A central bank which has such relations with its member banks as 
those just enumerated and has also such open-market powers as speci- 
fied will be m a position, if it has ample resources and maintains itself 
in a sound condition, to take effective measures to expand bank credit 
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ment of the central bank, has become harmful or dangerous, the central 
bank may resort to open-market operations to bring about contraction 
of credit. It may, for example, sell some of its holdings of government 
securities or bankers’ acceptances. If it receives payment in its own 
notes or other money, this will reduce the amount of money in circula- 
tion or in the hands of the member banks. If it receives payment in 
checks drawn on member banks, it may either charge these checks up 
against the deposit account of such member banks with it, or ask for 
payment. In either case, the cash reserves of the member banks will be 
reduced by the amount of such payments — deposits with the central 
bank being counted as cash by the member banks. By such operations, 
then, the central bank may create such a shortage of cash in circulation 
or such a shortage of cash reserves among the member banks as to cause 
some contraction of credit and consequently some contraction of harm- 
ful and dangerous busmess and speculative loans and investments. 

2. Desihability op Government Control of Central Banks 

If a central bank should be operated primarily for profit rather than 
primarily for the purpose of keeping the banking system sound, it would 
tend, like any profit-making cornmercial bank, to extend credit to the 
very limit of its resources, and be left eventually to face^a credit crisis 
without any excess reserves or any capacity to expand credit in time 
of most need. It would under these conditions tend to use the deposits 
of its member banks, constituting the ultimate cash reserves of the whole 
banking system, and its own note-issuing power, as the basis of a wild 
expansion of currency and credit, and thus generate an orgy of inflation 
and speculation, resulting finally in a great financial panic far worse 
than any that could be generated without the aid of a centralized agency 
of inflation. Nowhere in the system, when the crash came, would there 
be any reserve lending power, and any means whatever of preventing 
disastrous forced liquidation of loans and investments, with a consequent 
prolonged period of business prostration. 

It is perfectly obvious, therefore, that a central bank, if it is to be a 
useful institution and not an agent of destruction, must be owned and 
controlled by wise and public-spirited men, operating their bank in the 
public interest, and not primarily for profit, or it must be owned or under 
some measure of control by the National Government. Experience has 
taught that some measure of government control, but not government 
ownership, is essential to the proper functioning of such a bank. Along 
with government control, which limits the profit-making of the bank, 
must go also some degree of government support, either in the form of 
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direct financial assistance or in the form of special or exclusive banking 
privileges conferred upon the banlc. 

3. Thb Fikst and Second Brinks op the United States 

The reader must now be reminded that at almost the very inception 
of our Government under the Constitution, our country, through the 
extraordinarily able leadership of Alexander Hamilton, was provided 
with a central bank — The Bank of the United States. This bank was 
not only given adequate powers and financial assistance by the Govern- 
ment, but exercised its powers on the whole \vith such wisdom that, 
despite the difficult conditions existing during the time under which it 
operated, it did maintain the banking system of the country in a reason- 
ably sound and efficient condition. But, as we have seen, beset by politi- 
cal enemies aided and abetted by the people's abysmal ignorance of 
sound economic principles and their preference for unsound banking and 
inflation, the bank was destroyed after twenty years of service, and the 
country was left to fall a willing victim to the “bankers on wind” who 
disgraced the name of banker in the years following the expiration of 
the bank’s charter in 1811. 

Brought somewhat to their senses by the financial disasters accom- 
panying the War of 1812, the people attempted to undo the evil wrought 
by the destruction of the First Bank by establishing in 1816 the Second 
Bank of the United States, essentially a copy of the First Bank. The 
early history of the Second Bank showed, however, as related in some 
detail in an earlier chapter, that a good system will not work well under 
a bad management, and the Second Bank for a time proved to be more 
of a liability to the banking system than an asset. But later, under the 
able management, first of Langdon Cheves and then of Nicholas Biddle, 
it performed good service as a central bank until, hke its predecessor, it 
fell a victim to political intrigue and gave up the ghost. Then followed 
the most disgraceful period in American banking history, with banking 
free from federal control and the bankers on wind and other financial 
sharpers little hampered by state control. This period of incredibly 
bad banking came to an end with the Civil War and the establishment 
of the National Banking System, which, as we have just seen, while in 
some respects a satisfactory system, had serious defects in important 
particulars, its outstanding defect being the lack of a Central bank. 

4. Fear op the Money Power 

Between the time of the expiration of the charter of the Second Bank 
of the United States in 1836 and the establishment of the Federal Re- 
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serve System in 1914, seventy-eight years elapsed. During this long 
period we had a banking system without a head, containing within itself 
no agency to control bank credit with the end in view of preventing reck- 
less inflation and disastrous panics. This could not have been because 
among the Ameiican people there were no leaders who were aware of 
the evils of a decentrahzed banking system and of the services that might 
be performed by a good central bank. The e.xpeiience of the country 
under the First and Second Banks of the United States was too recent 
to be forgotten and on the whole too satisfactory to be disregarded. And 
even if the history of these banks had been unknown, there was the con- 
temporary experience of England and other foreign countries from which 
could.be learned the advantage of a true banking system over an unor- 
ganized mass of banlcs. 

The real reason that no central bank was established in this country 
during this period of nearly eighty years was the fear of the “money 
power” which might use the agency of a strong central bank to oppress 
the people. The hatred and fear felt by the mass of our people of that 
“monster” the money power — almost as purely a myth as the dragons 
and ogres of the ancient world — grew primarily out of the fact that they 
were chronically in debt. Their chronic state of indebtedness grew, 
not out of poverty, but out of their desire to speculate on the future 
growth of the country’s wealth which they expected to become boundless. 

Primarily this speculation took the form m earlier years of purchasing 
land beyond their means and of borrowing money to pay for it; large- 
scale speculation in stocks developed later. What the land speculators 
wanted was some sort of system which would permit them to gain the 
“unearned inciement in land values” without cost. Somewhere, they 
felt, there should be a source of loans, at low interest rates or at no inter- 
est at all, upon which everyone could draw in order to buy land which 
would inevitably mcrease m value and could be sold at a profit great 
enough to repay the loans with interest, if any, and leave a handsome 
margin of gain for the speculator. The speculation took the form also 
of carrying on business enterprises in manufacturmg and merchandising 
as well as in agriculture on a scale greater than the capital of the owners 
warra,nted and of boi rowing a large proportion of the capital required. 

Quite naively many of the borrowers assumed that lenders should 
lend at low rates of mterest or no interest at all, should forego interest 
when times were bad, and forgive the debt if prices fell instead of rising. 
They assumed, in short, that the lenders should be good fellows who 
would bear all the risks of the speculator’s venture, but share little or 
not at all m his gams. "WTien loans were not forthconung in good volume 
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TTinkft slow progress. Incidentally, it may be remarked that the estab- 
lishment finally of a central banking system in 1914 did not cure the 
American people of the inflation complex, and the first thought of a large 
number of more or less influential men was to utilize the newly estab- 
lished central banks as engines of inflation, with the disastrous conse- 
quences to be noted in later chapters. 

5. The National Monetabt Cojimission 

During the later years of the nineteenth century an increasing number 
of serious students of banking, in Congress, in banking and business 
circles, and in the colleges and universities, began to promulgate the doc- 
trine that the welfare of the people would be best served by making the 
banking system better rather than by making it worse, and sentiment 
favoring some sort of centralized banking system began to grow. The 
panic of 1907 intensified the interest of such students in banking reform, 
and the question of a revision of the banking laws became so important 
as to receive consideration on the front pages of leading newspapers. 
The first tangible important result of this agitation for reform was the 
passage in 1908 of the Aldrich-Vreeland Act. This law authorized na- 
tional banks to organize themselves mto national currency associations 
for the purpose of issuing bank notes secured by certain classes of securi- 
ties other than government bonds. It was an emergency measure and 
provided in effect a makeshift substitute for a central bank with note- 
issue power. 

With the details of the operation of this law we need not concern our- 
selves, since it was essentially temporary in character and of no great im- 
portance. Of more lasting importance than the currency provisions of 
the Aldrich-Vreeland Act was the creation under this law of the National 
Monetaiy Commission, composed of members of both houses of Con- 
gress, for the purpose of making extensive investigations of our own bank- 
ing system and of the banking and currency system of the leading coun- 
tries of the world, and of publishing a report on the results of these in- 
vestigations. The Commission fortunately employed many notable 
experts on money and banking, and as a result of the careful work of 
these experts and hearings held by members of the Commission itself a 
great mass of valuable information was accumulated and published in 
forty-odd volumes. 

A bare summary of this Report would make a volume in itself and no 
such smnmary can here be presented. It must suffice to consider briefly 
the more significant studies of foreign banking systems found in this 
Report, particularly the studies of the banking systems of England, 
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France, and Germany. It was primarily on the basis of a study of the 
organization and operation of the banking systems of these three coun- 
tries that our own Federal Reserve System was constructed. It is not 
an. imitation of any of these three systems, and it has important features 
found in none of them, but without question the men who wrote the 
Federal Reserve Act were profoundly influenced by what they had 
learned concerning the English, French, and German banking systems, 
and the central banks of these three systems — the Bank of England, 
the Bank of France, and the Reichsbank. Since this is true, it will serve 
a useful purpose in helping the reader to understand the nature of our 
present banking system to describe briefly the development and out- . 
standing characteristics of the English, French, and German banking 
systems as these systems functioned at the time when the National Mon- 
etary Commission made its investigation — m the years shortly pre- 
ceding the World War. During the World War and the post-war years 
the banking systems of these three countries were more or less modified 
and some of the statements made in the following sections relating to the 
operation of the English, French, and German banking systems would 
not apply to present conditions. But it was the pre-war systems and 
not the post-war systems of European countries that influenced our 
monetary e.xperts and legislators when the Federal Reserve System was 
fashioned, and the purpose of the following pages, as already indicated, 
is to show the nature of this influence, and not to give an up-to-the- 
minute description of foreign banking systems. For this reason the 
past tense ^vill be used in the description of the operations of the banking 
systems discussed. In a later chapter more recent developments in the 
banking systems of England, France, and Germany will be considered 
in some detail. 


6. The Bans OF England 

The Bank of England was chartered by Parliament in 1694. The char- 
ter required that £1,200,000 should be subscribed by private stock- 
holders as the capital of the bank, and that the whole of this sum should 
be lent to the Government at 8 per cent per annum. In turn, the bank 
was given the privilege of issuing its own circulating notes to an amount 
not exceeding its capital. Beginning thus more than two hundred years 
ago as a privately owned and governed institution, performing fiscal 
services for the Government and obtaining in exchange valuable privi- 
leges, the Bank of England has had a long, honorable, and highly useful 
career. Taking into consideration both the time it has been in opera- 
tion, the average excellence of its management, the banking services it 
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has performed for the English bankers, the English Government, and 
the Memational financial world, it is without question the greatest bank 
L the world. Space does not permit a more detailed consideration of 
its history, but it may be noted, in passing, that its capacity to serve and 
its usefulness in recent decades may be attributed m large measure to 
the prestige it has achieved from two centuries of able and pubhc-spmted 
management, and for such prestige there is no substitute. It ^ some- 
thing that a new banking system, such as our Federal Reserve System, 
will lack for generations, no matter how well constructed it may be or 
how well managed. Such a prestige the First Bank of the Umted States, 
if it had been permitted to live, might by this time have achieved - it 
would now be almost a century and a half old. Such a prestige our 
Federal Reserve System may have achieved when men bom at the tune 
of the World War have reached old age, if during this interval it is not 

^^Th^National Monetary Commission found that the Bank of England 
served as banker for the British Government. As such it accepted gov- 
ernment deposits and made short-term loans to the Government when 
occasion demanded. Ordinarily such loans or advances were made 
when the Government’s Treasury balances were so low that it was un- 
able othenvise to meet the interest on the pubhc debt and its current 
expenditures. The bank did not ordinarily make long-term loans to 
the Government — that is, it did not buy from the Government long- 

^^^e^ank of England acted ako as banker for the rest of the banks 
and banking institutions of various sorts of England. The commercial 
banks looked upon their deposits with the Bank of England as cash and 
as a consequence kept most of their reserves with it. Naturally, the 
Bank of England, no more than any other privately owned bank, could 
meet operating expenses if it made no use of its deposits other than 
holding them as idle cash, and so it was compeUed to convert its re- 
sources, so far as it could with safety, into earning assets of the various 
types to be indicated later. Since, however, the Bank of England, 
though its position as a bankers’ bank, became practicaUy the sole cus- 
todian of the nation’s bank reserves, and assumed the great responsibil- 
ities of this trusteeship, it normaUy maintained a much higher cash 
reserve ratio than that required of an ordinary commercial bank — the 
ratio before the war rarely havmg been permitted to faU under 33 
per cent and ordinarily having been maintained at between 40 and^ 

^°Not even a reserve ratio as high as 50 per cent, and, in fact, no cash 
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reserve ratio short of 100 per cent, would guarantee any banlc's capacity 
to pay all deposits in cash upon demand if the demands were made si- 
multaneously by all depositom. But the Bank of England was altogether 
unlikely to have such a universal demand for cash made upon it. The 
ordinary method of making payment had long been by check (the English 
spell it cheque), and a check drawn by one bank on its deposit with the 
Bank of England would normally Bnd its way mto another bank to be 
deposited in turn with the central banlc, so that no cash would be lost 
by the latter. All that would happen would be two entries in the bank’s 
books, reducing the deposit credit of the one bank and increasing that 
of the other. Neither would the Bank of England tend to lose cash 
when making a loan to a bank. The loan would be made in the form of 
a deposit subject to check. Even if a depositor did demand cash, the 
payment might be made in the form of the Bank of England's own notes, 
to be discussed in a later paragraph. Only when, because of operations 
in international trade or finance, it became necessary for gold to be 
exported from the country ivould the Banlc of England ordinarily be 
called upon to make payment in gold and thus suffer a drain upon its 
cash reserves. To be able at all times to meet such demands for gold 
payment had been one of the outstanding policies of the bank, and this 
capacity to make gold payment it maintained at all times up to the 
World War except for the pciiod during and following the Napoleonic 
Wars, specifically, from 1797 to 1824. 

7. Bank-Note Issue in Engl^vnd Inelastic 

The Bank of England had been given a practical monopoly of note 
issue by the Peel Act of 1844. This act was designed to put an end to 
the reckless issue of bank notes by private banking firms outside the 
metropolitan district of London. The note-issue privilege had previously 
been denied to joint-stock banks m and within a radius of sbety-five 
miles of London. After 1844 no bank other than the Bank of England 
was to be allowed to increase its note issue, and the Bank of England 
itself was to be restricted to a note issue of £14,000,000 over and 
above the amount of its notes that were covered 100 per cent by gold in 
its vaults. That part of the note issue not covered 100 per cent by gold 
was referred to as the fiduciary or uncovered issue. The Peel Act made 
provision, however, for a further possible expansion of the fiduciary issue 
by two thirds of the amount of the issues allowed to lapse by other banks. 
Under this provision the issue of fiduciary notes by the Bank of England 
increased gradually until it reached the figure of £18,450,000 before the 
World War. 
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Obviously, under tliis law England had anything but an elastic bank- 
note issue. The issue was limited by the amount of gold in the vaults 
of the Bank of England plus the fixed fiduciary issue. In times of crisis, 
when the Bank of England would be called upon to extend additional 
credit to banka in distress, it could not legally do so through the issue 
of bank notes, regardless of the size of its gold reserve. However, in 
three periods of crisis, in 1847, 1857, and 1866, Parliament suspended the 
Bank Act and permitted the Bank of England to issue an unlimited 
amoimt of fiduciary notes. In each of these periods of financial stress 
the mere grant of authority to the bank to issue notes without limit was 
sufficient to allay the panic. 'WTien all solvent banks were assured of 
an imrestricted supply of funds, the scramble for cash subsided and no 
great amount of notes was actually required. 

"ftTiat elasticity of note issue there was in the English banking system 
before the World War was therefore of the spasmodic type. There was 
no provision for a gradual expansion to meet the growing needs of trade 
or seasonal requirements, and the sharp increase in demand that might 
be e.xpected in times of financial panic could be met only by special Act 
, of Parliament. Practically speaking, the bank-note issue of England 
represented for the most part nothing but gold certificates placed in cir- 
culation, not by the Government, as our gold certificates are, but by the 
Bank of England, and the issue would tend to e-xpand and contract only 
with the importation and the e.xportation of gold, e.xcept in times of 
panic when the restriction on the fiduciary issue might be removed by 
Parliament. The English had a wholesome fear of the danger of infla- 
tion by the bank-note route, and their banking system was probably 
none the worse because of this fear. 

It was held by English writers before the war that elasticity of bank- 
note issue was a matter of little consequence in a banking system where 
most payments were made by check. The deposit currency in which 
payments were made was extremely elastic, swelling with the demands 
of business and contracting when business needs grew less. This argu- 
ment against the need of an elastic bank-note issue leaves out of account 
the fact that, even when most payments are made by check, a more or 
less fixed proportion of all payments tends to be made in cash. Conse- 
quently, an expansion in trade involving larger payments by check in- 
volves also larger payments in cash, and if the cash is not forthcoming in 
the form of additional bank notes, it must come from the gold or other 
lawful money reserves of the banks. Hence e.xpansion of bank deposits 
and payments by check tend to reduce the cash reserve ratios of the 
^nks by the double process of increasing both the deposits, or denom- 
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inator of the ratio, and reducing the cash reserve, or the numerator of 
the ratio. It follows that inelasticity of bank-note issue tends to reduce 
the elasticity of deposit currency. If, therefore, a high degree of elas- 
ticity is desired in bank credit, it is necessary to have some measure of 
elasticity in note issue as well as in deposits. Whether or not a high 
degree of elasticity is desirable is another question, the answer to which 
cannot definitely be given without qualification. It has the disadvan- 
tage of permitting reckless inflation if the banking system is mismanaged, 
but it has the advantage of staving off absolute collapse in time of panic. 
The English, muddhng delightfully through, managed to gain the ad- 
vantages of elasticity of note issue without its disadvantages by injecting 
it into the banking system only in time of crises when it was most needed. 
When we come to consider the e.Yperience of the United States under the 
Federal Reserve System, we shall have occasion to wonder if possibly 
we might have learned more than we did from the English system. 

8. Elastic B^vnk-Deposit Cuhrency 

While the English system did not embrace an elastic bank-note issue, 
there was, as already indicated, an elastic bank-deposit currency which 
could be enormously e.xpanded through the operations of the Bank of 
England despite its inability in normal times to issue additional bank 
notes not secured 100 per cent by gold. With deposits of other banks 
in the Bank of England generally regarded as the equivalent of cash 
reserve, the cash reserves of the commercial banks could be increased by 
the simple process of selling securities, discounting commercial paper 
of various sorts, or obtaining loans at the Bank of England — the pro- 
ceeds of these operations being credited to the deposit account of the 
discounting or borrowing banks. The only limitation upon Such expan- 
sion, aside from the amount of eligible paper or securities in the hands 
of the conunercial banks, was the reserve ratio of the Bank of England 
itself, which it ordinarily maintained as already indicated at a level of 
33 per cent or higher, but which it was not legally obliged to maintain 
at any such figure, legal minimum cash reserve requirements having 
been considered unnecessary in England. Since the amount of discount- 
able paper and securities available as collateral for loans increased with 
business activity, the only real limitation upon bank-credit e.xpansion 
in England was the cash reserve position of the central bank itself. 

Far from lacking sufficient capacity for expansion because of the lack 
of an elastic bank-note issue, there is good reason to believe that the 
English banldng system suffered from too great a degree of elasticity. 
English speculative orgies based on expansion of bank credit have been 
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factors in precipitating more than one financial panic with world-wide 
ramifications. 

The failure of the English banking system to prevent disastrous 
periods of inflation might well have been taken into consideration by 
the framers of the Federal Reserve Act, to the end that the law which 
they drafted should have made credit inflation more difficult, and not 
less difficult, than under the English system. But when our Federal 
Reserve System was established, there apparently existed no fear in 
responsible quarters that it might be utilized as a dangerous engine of 
inflation, so it was given that double degree of elasticity of credit which 
comes from an elastic or expansive bank-note issue superimposed upon 
centralized reserves, and thus endowed with a much greater capacity for 
generating inflation than the English banking system.' 

9. The English Joint-Stock Banks 

The second part of the English banking system to be noted is the 
group of joint-stock banks, so-caUed to distinguish them from the less 
important private banks carrying on similar banking operations. In 
this connection a striking difference between the commercial banking 
system of England and our own banking system before the war requires 
attention. Whereas our banking system in 1913 embraced 7473 indi- 
vidual national banks, and 15,526 state banlcs and trust companies, 
most of which were small, and few of which had any branches, the num- 
ber of joint-stock banks in England and Wales had by 1913 been reduced 
through amalgamations to 43, and these 43 banks had 5797 branches,- 
the branches for the most part offering banldng services throughout the 
counties which had formerly been performed by independent small banlcs 
absorbed by the large banks. In passing, it may be noted that since 
1913 the process of amalgamation into fewer and larger institutions has 
proceeded much farther, until most of the commercial banking in Eng- 
land and Wales is in the hands of five large joint-stock banks and their 
branches. 

The chief functions of the joint-stock banks were to accept deposits 
and to make loans, either directly through advances to their customers 
or indirectly through the process of discounting or purchasing short-term 
commercial paper of various types. Direct advances to customers were 
made in the form of an ordinary loan as in the United States, or in the 

‘The expansive note-issue provision was not inserted iiitUout opposition. Ehhu 
Root, for example, made on extremely vigorous attack upon it as a ready instrument of 
tremendous inflation. See Commercial and Financial Chronicle, Not ember 2G, 1932, 
pp 35S3-SO. 

« Wilhs and Beckhart, Foreign Bankvig Syateina, p. 11G3. Henry Holt and Company. 
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form of an “overdraft” on the customer’s checking account. The over- 
draft form of loan was commonly used. Just as in the case of any other 
commercial banks, deposits in the joint-stock banks might be created 
by depositing with them cash or checks drawn on other banks, or as the 
result of a direct loan from the banks in the form of a deposit subject to 
check, or as the result of a side to them of commercial paper or securities. 
Against these deposits, in whatever manner created, depositors might 
draw checks, and such chocks were used before the war to settle practi- 
cally all cotmnorcial and financial transactions. Bank of England notes 
and metallic money were little used, and the joint-stock banks, there- 
fore, provided the country wth practically all of its currency. 

This check currency provided by the joint-stock banks was, as already 
indicated, c.vtremely elastic and easily subject to inflation, since there 
was no legal requirement in respect to minimum cash reserves against 
deposits. The banka could accept deposits and make loans in the form 
of deposits or otherwise without restraint, other than that imposed by 
prudent management. Naturally, expansion of loans, whether in the 
form of cash. Bank of England notes, or deposits subject to check, as 
well as the purchase of bank acceptances or other forms of commercial 
paper or securities, tended to reduce the reserve ratio of the expanding 
banks. But through their relations with the Bank of England the joint- 
stock banks might always increase their reserves — in the form of de- 
posits with the Banli of England — and so the final limitation on cur- 
rency expansion was represented by the cash reserve position of the 
central bank. 


10. Discount Houses and BiLu-BnoKEns 

The joint-stock banks, while replenishing their cash reserves thi'ough 
building up their accounts with the Bank of England, did not do this 
ordinarily by direct loans from that institution, but rather indirectly 
through their operations with the discount houses and bill-brokers. The 
discount houses and bill-brokers were specialists in buying bankers’ 
acceptances, trade acceptances, and short-term bills of exchange. These 
acceptances and bills they either held to maturity or sold to the joint- 
stock banks or others, whichever they found the most profitable under 
given conditions of the money market. To help finance these opera- 
tions the discount houses and bill-brokers borrowed at call or on short 
notice from the joint-stock banks, their profit arising from the difference 
between the rate paid to the banks on loans and the rate at which they 
themselves discounted bills and acceptances. 

Whenever the joint-stock banks found themselves short of cash and 
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their reserve ratio uncomfortably low, they ttoukl call in the loans from 
the discount houses and bjli-brokcrs. The latter, when pressed for 
cash in this manner, would borrow from the Bank of England, which, 
of course, demanded adequate secunty, such ;u> represented by the bilL> 
of exchange in the portfolio of the discount houses. Ag.iinst Uietc loans 
granted them by the central bank, in the form of deposits .subject to 
check, the discount homes and bill-brokers might dr.iw checlis to liqui 
date their loans from the joint-stock banks. 'riit.'O clucks the joint- 
stock b.inks might then deposit to their account with the Bank of Eng- 
land, and thus increase their “c.ish" reserve. 

11. PnoTEcri.vG THE B.vxk of Exoe.vxd’s IlEsmivE IiLvtio 

Naturally, this increase in deposits credited to the account of the 
joint-stock banks by the Bank of England would tend to reduce its 
own reserve ratio, and thE reserve ratio was, as previously stated, the 
only brake upon credit e.vpansion in the whole system. So long as tills 
reserve was not too badly impaired, the b.ink might continue expanding 
its loans to tlie discount houses, thus permitting the joint-stock banks 
to maintain their reserves in the face of e.\p.inding loans and deposits. 
The expansion of loans tended to increase the quantity of bills available 
for discounting, and the larger quantity of bills tended to increase 
deposits and loans. 

TVhen, however, the Bank of England found its casli reserve position 
impaired, a halt had to be called on c.xpansion. The bank’s reserve 
ratio, like that of any otlier bank, might be reduced either by expansion 
of deposits or loss of gold. Expansion of note Esuo could not reduce its 
reserve ratio except when the Bunk Act was suspended or when the bank 
held gold in excess of the amount of its notes outstandmg, since addi- 
tional note issues were required to be covered 100 per cent by gold. 

Reduction in its reserve ratio resulting from expansion of its own 
deposits the bank could prevent by the simple process of refusing to 
grant further loans in the form of deposits subject to check, by refusing 
to renew maturing loans, by refraining from further discounting of bilE 
and purchasing of securities. Or it could use the less drastic method of 
dEcouraging loans and discoimts bj' raising its rate of dEcount as a 
means of checkmg the expansion of its deposit liabilities. 

Reduction of its cash reserv'e ratio through withdrawal of gold from 
the bank presented a somewhat different problem. The bank was com- 
mitted to the policy of maintaining the gold standard, and did so by 
standing always ready to buy gold at the rate of £3, 17s., Od. per troy 
ounce, eleven-twelfths fine, and to sell gold at the fixed rate of £3, 17s., 
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10.5d. per ounce to all comers. Depositors might withdraw gold from 
the bank with a charge at this rate against their accounts. Gold, how- 
ever, was ordinarily little demanded for domestic transactions, but usu- 
ally only to settle balances in international trade. When the balance of 
international payments was against England, and the demand for foreign 
exchange e.xceeded the supply, and the rates on foreign countries rose 
above the gold export point, bankers found it cheaper to buy gold from 
the Bank of England than to buy bills of exchange. Thus, an external 
drain on the bank’s gold reserve would develop and would tend to con- 
tinue as long as the rates of foreign exchange remained above the gold 
e.xport point. On the other hand, when foreign exchange rates fell below 
the gold import point because the balance of international payments 
was in favor of England, and the supply of foreign exchange exceeded the 
demand at a higher rate, bankers could import gold at a profit, and this 
gold tended to be deposited to their account in the Bank of England. 

The inflow and outflow of gold being conditioned thus upon the rate 
of foreign exchange, the Bank of England undertook to protect or build 
up its gold reserve by controlling the rate of exchange. This it was able 
to do by influencing the demand and supply of exchange through the 
bank rate. To understand how the bank managed this, it is necessary 
to consider the fact that the discount rate of the bank and the market 
discount rate varied. The “bank rate" was the official rate at which 
the bank stood ready to discount for all comers, other than its private 
customers. The rate was fixed once a week, and remained unchanged 
for a week except under unusual circumstances. The market rate was 
the rate at which the joint-stock banks, as well as the Bank of England, 
discounted bills for their OAvn customers. When money was tight and 
the joint-stock banks and discount houses .were depending upon the 
Bank of England for accommodation, the market rate tended to rise 
with the bank rate, and the bank could force up the market rate merely 
by raising the banlc rate. 

When, however, 'funds were abundant, and neither the joint-stock 
banks nor the discount houses were depending upon the bank for loans 
or discounts, raising the bank rate was not effective in raising the market 
rate. The joint-stock banks and other financial institutions would con- 
tinue to lend or discount at the market rate below the Bank of England 
rate. Under these circumstances the bank entered the money-market 
as a borrower of funds, received the proceeds of such loans in the form 
of checks drawn on the joint-stock banks, charged these checks against 
their accounts with it, and thus reduced their "cash” reserve in the 
bank. This compelled them.to borrow; directly from the bank on ite 
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own terms, or to caU loans on the discount houses, which then had to 
borrow from the bank at the bank rate. Thus the bank rate was made 
the effective market rate. 

How a rise in the market rate of discount tends to increase the supply 
of exchange and to reduce the demand need not be explained here in 
detail. The reader will recall that this subject has been discussed in our 
chapter on Foreign Exchange. It will suffice to say that when the 
London market rate of discount is raised and the supply of exchange 
thereby increased while the demand for exchange is diminished, the 
rate of exchange in London on foreign countries falls, and if it has been 
at the gold export point wih tend to continue to fall if the pressure con- 
tinues to be exerted, until it falls below the gold import point. Gold 
ceases to flow out and presently begins to flow in. By the measures here 
briefly described and by the application of these fundamental principles 
of foreign exchange, the Bank of England was enabled to control the 
gold reserve — restricting exports of gold and inducing imports whenever, 
in the judgment of its management, such action was in the public 
interest. By the same token, it could, of course, encourage exports of 
gold and discourage imports — in this case reducing the bank rate, thus 
encouraging expansion of bank credit, and tending to bring about an 
increase in the demand for foreign exchange in London and a decrease 
in the supply. Incidentally, it may be added that the same measures 
which checked an external drain of gold — increasing the rate of dis- 
count, checking expansion of credit, and thus bringing pressure to bear 
upon business men to sell more freely and buy less freely — tended to 
check also any internal drain of the bank’s reserve resulting from in- 
flation which might have been under way, and to replace an outflow of 
the bank’s cash by an inflow. 

12. Merchant Bankers and Accepting Houses 

This brief description of the English banking system may be closed 
with a few words about merchant bankers and accepting houses and the 
iise of the bank acceptance. The reader will recall that a trade ac- 
ceptance is a draft or bill of exchange drawn on a buyer by a seller 
ordering the former to pay to the latter a specified sum of money at a 
specified time, and accepted by the buyer. Such a bill is negotiable, 
but its salability depends in large measure upon the financial standing of 
the acceptor, even though the drawer of the bill may be held responsible 
for payment if the acceptor refuses to pay. 

How certain old established merchants in England, with a broad 
knowledge of business conditions and business men, and themselves 



CONCLUSIONS 


467 


widely known as reputable merchants, conceived the notion long ago of 
supplementing their regular business by accepting, for a commission, 
the bills of other traders. As this part of their business expanded, the 
firms became known as “accepting houses,” and their bills established a 
reputation for soundness and were eagerly purchased by the joint-stock 
banks at a low rate of discount, directly from the acceptors or from the 
discount houses and bill-brokers. Later, joint-stock banks began to 
accept bills on their own account, and thus entered into competition -with 
the older accepting houses. Thus acceptances — drafts accepted by 
banks or accepting houses — became an established and useful part of 
the English money market. Since not only domestic but also foreign 
bills were accepted, acceptances played an important part in the de- 
velopment of British foreign trade, and in establishing London — ■ where 
foreign bills would be more readily accepted than anywhere else in the 
world — as the financial center of the world. It must be added that 
not only did such acceptances represent a great convenience to buyers 
and sellers in financing foreign trade, but they represented also a highly 
desirable form of short-term commercial paper which could be carried 
by the banks as the most liquid type of secondary reserve, and which 
always afforded a ready avenue of investment for surplus idle fimds. 

13. Conclusions 

From its study of the English banking system the National Monetary 
Commission learned something of the importance of a central bank 
acting as a banlcers’ bank; something of the importance of a pooling of 
bank reserves in the central bank and of the desirability of an expansion 
of credit, rather than contraction, in time of crisis; something of a 
centralized control over the discount rate and over imports and e.xports 
of gold; something of the value of a broad acceptance market both in 
the interest of foreign trade and in the interest of flexibility in the do- 
mestic money market. But it learned nothing about minimum legal 
cash reserve requirements for either the central bank or the member 
banks of the system, except for the limitation placed upon the issue of 
bank notes. And in connection with bank notes it learned nothing 
about the advisability of having bank notes issued by the member 
banks of the system, and nothing about the issue of bank notes by the 
central bank without limit other than a minimum gold reserve of 40 
per cent of the amount of notes issued. In our chapters on the Federal 
Reserve System we shall have occasion to note what use the framers of 
the Federal Reserve Act made of the information at their disposal con- 
cerning the structure and functions of the English banking system. 
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14. The Bank op Pkance 

The Bank of France, like the Bank of England, is a central bank, or 
bankers’ bank, but with important differences in its government, the 
scope of its operations, and its methods of control over the monetary 
system of the country. Whereas the governor and the deputy governor 
of the Bank of England are elected by the board of directors chosen by 
the stockholders, the governor of the Bank of France and the two sub- 
governors are appointed by the State. The National Government also 
appoints the managers of the numerous branches of the bank. The 
bank is thus, at least in form, more intimately related to the National 
Government than is the Bank of England. 

Essentially, in 1914, when our Federal Reserve System was established, 
the French banking system consisted of the Bank of France with more 
than two hundred branches and au.\'iliary offices; a few great credit 
establishments with about two thousand branches, and approximately 
one thousand smaller banlcs, some of which also had branches. Of the 
great credit institutions, doing a commercial and investment banking 
business, four or five overshadowed in importance all the rest. 

The services performed by the Bank of France before the war may 
be briefly described as follows; 

It acted as a banker for the State, making loans to the Government, 
collecting drafts, and transferrmg funds from one part of the country 
to another. It was required by law to maintam at least one branch in 
every department in France, and through these branches, thus established 
under compulsion and others established voluntarily, it offered to the 
pubhc a convenient means of transfer of funds. It discounted for the 
general public both at its main office in Paris and at the branch offices, 
and maintained rates as low at the branches as at the mam office, thus 
tending to equalize discount rates for the same grade of paper all over 
France. It discounted and rediscounted for the large credit institu- 
tions, and thus permitted the latter to maintain a liquid condition. 
Most of its discounts were for these other banks rather than for other 
customers. 

The Bank of France had been given a monopoly of bank-note issue 
in 1848, which it has since letained. Since in France the use of checks 
had not developed to nearly the same extent as in the United States and 
England, bank notes represented a more important form of currency and 
were used in a much larger proportion of commercial and financial 
transactions than in either the United States or England. The law 
required no minimum legal cash reserve against the bank notes, and 
\\lnle it fixed a maximum limit beyond which notes could not be issued, 
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this limit could easily be raised in time of emergency, so that, in effect, 
no actual limit was imposed by law. The security of the notes depended, 
therefore, almost wholly upon the prudence and ability of the bank’s 
management. It was the established policy of the bank to keep a very 
high specie reserve against all demand liabilities — notes and deposits 
combined — a reserve ratio in excess of 60 per cent having been the pre- 
war normal. This high reserve ratio was maintained to the end that 
the bank might always be in a position to assist the Government or the 
large commercial banks in time of stress, and in general to preserve the 
financial stability of the country. 

15. Tiin PnEMiuM ON Gold 

The Bank of France, like the Bank of England, undertook to control 
the import and e.\'port of gold, but, by reason of a peculiarity in the 
French monetary system, it was enabled to use an e.xpedient other than 
that of raising the discount rate to check the outflow of gold. As a 
relic of the bimetallic r(5gime in France the silver five-franc piece, like 
the silver dollar of about the same value in the United States, had re- 
tained its legal-tender power, although its coinage had been restricted 
to government account. The Bank of France retained among its cash 
reserves a considerable quantity of these silver coins. It had the option, 
therefore, of meeting demands for payments of cash by the tender of 
either silver or gold. In practice it did not refuse payment in gold, but 
upon occasion it offered the gold only at a premium. , This, in effect, 
raised the gold export point. When the premium on gold was charged, 
the gold export point was in excess of the par of exchange, not only by 
the amount of the cost of shipment, but in addition by the amount of 
the premium. To the extent that the premium on gold prevented the 
export of gold, it removed one of the correctives of exchange; the export 
of gold and the consequent monetary and credit stringency which other- 
wise would have tended to cause a fall in prices and a decline in the rate 
of exchange failed to operate. But there still remained in operation the 
high cost of exchange which tended to discourage imports and to en- 
courage exports and thus tended to keep exchange from rising further, 
even though it did not tend directly to bring down the rate. 

This method of restricting the outflow of gold yf'as favored by the 
mercantile community because it did not create so much disturbance in 
the money markets as the English method of raising the bank rate and 
forcing up the market rate of discount, and it has been commended as 
an excellent device by some writers on money and banking. , Neverthe- 
less, it represented nothing less than a slight departure from the gold 
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ditions, such as, for example, the information published by our own 
Comptroller of the Currency under the National Banldng System or by 
the Federal Reserve Board under the Federal Reserve System at the 
present time. There having been no legal minimum cash reserve re- 
quirements, the banks maintained only such reserves as prudence 
dictated. Because the great banks could always rediscount good paper 
at the Bank of France in case of need, they considered the good com- 
mercial paper in their portfolios in the light of cash and maintained only 
small actual cash reserves. The requirement of the Bank of France for 
rediscounting paper was that it should be three-name paper, or two- 
name paper with collateral security. A bill of exchange, accepted by 
the drawee and endorsed by a bank, represented an example of such 
three-name paper. 


17. The Small B^usncs op France 

The small banks of France, in 1913, were being hard-pressed in their 
competition 'with the branches of the Banlc of France and those of the 
great banks, which were constantly increasing in number. Competi- 
tion with the more powerful banks had forced the local banks to special- 
ize largely in granting medium and long-term loans to local industries, 
loans which Avould have been risky for the branches of the large banks on 
account of their lack of e.xact knowledge of local conditions. The 
financing of local industries often took the form of the flotation of secur- 
ity issues of these enterprises by the local banlcs, but these banks also 
took part in floating other than local securities. The nature of their 
activities made the assets of the small banks less liquid than those of the 
large banks. But in the recognition of this fact they operated with a 
larger proportion of capital and reserves and 'with a smaller proportion 
of demand liabilities than the large banks. 

18. Conclusions 

This brief description of the French banking system as it was when the 
National Monetary Commission made its study indicates that the system 
was highly centralized ivith a strong and conservatively managed central 
bank. The Bank of France had a large measure of control over the 
discount rate and credit expansion by its close banking relation with the 
great banks and by its power to discount paper in the open market, and 
it could control the international flow of gold, not only by its control 
over the discount rate, but also by the special device of the premium on 
gold. While there were no minimum cash reserve requirements in 
respect to bank deposits for either the central bank or the other banks, 
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the Empire with an important part of its currency, its chief functions 
were to act as fiscal agent for the Imperial Government and the Govern- 
ments of the German States; to act as a bankem’ bank for the joint- 
stock credit banks; to conduct through its main office and its hundreds 
of branches a general banking business for the public at large; and 
finally, to serve as the custodian of the gold supply of the country and 
stabilizer of the whole financial system. In respect to the national gold 
supply, this depended, of course, upon the net import or export of gold 
which in turn depended upon the international trade balance. Through 
its power over the discount rate the Reichsbank could and did en- 
courage gold imports and discourage gold exports when circumstances 
warranted such action, in a manner similar to that employed by the 
Bank of England. It further facilitated gold imports at times by means 
of interest-free advances to gold importers — to that extent reducing 
the cost of importation. In effect, it thus raised the gold import point 
to encourage imports, just as the Bank of France raised the gold ex- 
port point by the gold premium to discourage gold e.\-ports. 

From 18S8 to 1907 the Reichsbank maintained cash reserves against 
note issues considerably in excess of the legal minimum of 33 per cent — 
but the trend was downward. At the close of the 3 'ear 1888 the re- 
serve ratio was 80.1 per cent, from which point it worked steadily down- 
ward, with some interruptions, until it reached a low of 40.6 per cent at 
the close of the year 1906. Similarly, there was a dmvnward trend of 
the ratio of its cash to notes and deposits combined, the decline in the 
ratio running from 67.7 per cent at the close of 1888 to 29.6 per cent at 
the close of 1906. During this same period, 1888 to 1907, the mnyimnm 
amount of uncovered note circulation was issued in 1907, when the un- 
covered issue reached the figure of 1,098,805,000 marks. The elasticity 
of the note issue is attested by the fact that the difference between the 
minimum and the maxunum amounts of the uncovered note circulation 
in each year from 1897 to 1907, inclusive, exceeded 500,000,000 marks, 
and that practically all the uncovered notes tended to be retired shortly 
after being issued. In other words, the note issue of the Reichsbank was 
truly elastic, having the quaUty of contraction as well as the power of 
expansion. 

20. The Joixt-Sxock Credit B.vkks op GERiiANY 

As for the joint-stock credit banks — corresponding to our ordinary 
commercial banks, but engaging more largely in investment banking 
operations than did our commercial banks — these in 1907 numbered 
421, vrith 1064 branches. Overshadon-ing the other credit banks in 
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the giro system may be used as a means of transferring funds from one 
part of the country to another. The Reichsbank, for example, with 
nearly five hundred branches, offered its customers such a transfer 
service — funds being transferred from any branch to any other under 
certain conditions, free of charge. In the place of the check, circulating 
as a medium of exchange, the Germans made some use of the bill of 
exchange — representing the promise of a buyer to pay the seller a 
specified sum of money at a specified future date. Properly endorsed, 
such bills were negotiable and were passed from hand to hand as so much 
currency. Obviously, they were inferior to bank checks because they 
represented a promise to pay at some future time and not upon demand, 
and for all except the fimt user they were inconvenient in respect to 
denomination. 


22. Conclusions 

It would appear that the most useful suggestion that the National 
Alonetary Commission might have received from its study of the German 
bankmg system related to limitations on the note issue of the central 
bank. In this respect the German law seems to have been superior to 
the laws of both England and France. The limitation placed upon the 
note issue of the Reichsbank was not absolute, but elastic in the true 
sense in which a rubber band is elastic. Up to a certain point, measured 
by the bank’s cash reserve plus the untaxed contingent, the note issue 
could expand ivithout restriction and with no special pressure being 
applied. Beyond this point pressure for e.xpansion had to be strong 
enough to overcome the 5 per cent annual tax, and just as soon as this 
pressure was removed, the 5 per cent tax would draw the circulation back 
again to the untaxed limit. It should be noted particularly that the 
limit of the untaxed issue rose only mark for mark with the cash reserve, 
and not as a multiple of the cash reserve, as would have been the case if 
the only limitation had been a 33 per cent cash reserve ratio. Heavy im- 
ports of gold could not thus facilitate a multiple e.xpansion of the note 
issue, nor would exports of gold force a multiple contraction, except when 
expansion had proceeded to the point where the note issue approached 
the limit of three times the total cash reserves. One may conclude that 
the Reiclisbank was designed, not to serve as an engine of inflation in 
normal times, but as a stabilizer and safety device for the German bank- 
ing system at all timesl As such it worked well imtil the financial up- 
heaval of the World War which destroyed the soundness of the banldng 
system of Germany as well as of the systems of England and France and 
of most other countries in the world. 
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Unfortunately, as we shall see in later chapters, the American bank- 
ing community was more impressed with the German combination of 
commercial banking, investment banking, and promotion of new com- 
panies, with the opportunity thus presented of stock-jobbing, than with 
the ingenious restriction on bank-note inflation devised by the German 
lawmakers. It was the former which our bankers adopted and the latter 
which our lawmakers, doubtless mth the approval of our bankers, re- 
jected. There can be little doubt but that the contrary course would 
have saved our country a great deal of financial trouble. 



Ca,vPTER XIX 

STRUCTURE OF THE FEDERAL RESERVE SYSTEM 

1. Political Background of the Federal Reserve Act 

In the huge It&port of ihe Natioiial Monetary Commission submitted to 
Congress in 1912 was included a summary of the defects of the eidsting 
banking system and a plan for a new system designed to correct the 
enumerated defects of the old. The substance of this plan was em- 
bodied in a biU which was introduced into the Senate by Senator Aid- 
rich, Chairman of the National Monetary Commission. Partly be- 
•jause the poUtical upset of 1912 deprived the party of Senator Aldrich 
of power, and partly because the National Monetary Commission plan 
became unpopular in consequence of its big banker support, the Aldrich 
Bill, providing for the establishment of a central banking system headed 
by a central bank to be called “The National Reserve Association,” 
failed to become a law. But the project of banking reform was not 
dropped, and under the Democratic Administration which came into 
full power in March," 1913, a new bill, the Federal Reserve Act,, pro- 
viding for a central banking system, was successfully piloted through 
Congress by Representative Carter Glass with the powerful support of 
President Wilson. 

With the details of the Aldrich Bill that failed to pass and with the 
controversy as to what extent the Federal Reserve Act, sponsored by 
Carter Glass and supported by President Wilson, drew its provisions 
from the Aldrich BiU, we need not concern ourselves particularly. We 
are interested primarUy in noting to what extent the Federal Reserve" 
System in structure and function represented an improvement over the 
defective banking system it displaced. 

It was to be expected, of course, that the framers of the Federal 
Reserve Act would be guided in large measure by the expert studies 
made of the virtues of the leading banking systems of Europe and of the 
defects of our own, and that there woidd then be many points of similar- 
ity between their biU and the Aldrich BiU framed on the basis of the 
same information with the same general purpose in view of improving 
the banking system. On the other hand, the leaders of the Democratic 
Party, avowedly the party of the people as opposed to the special in- 
terests of WaU Street, might be e.xpected to buUd a banking system less 
clearly dominated by big bankers and more subject to the wUl of the 
people than a banking system devised by Senator Aldrich with the 
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advice and consent of Wall Street. Taking into consideration the fears 
of the money power harbored in certain quarters of the Democratic 
Party — Bryan was still an influential figure — it was to be expected 
that the new system wo uld be p devised as to eicefciseTrcon^erahle 
degree of restraint over big banking interests even though it did not 
exclude'them'absolutely from power. Moreover, it was to be expected 
that, while' the new system would place much power in the hands of 
public officials in order properly to hobble the bankers, it would avoid 
such complete centralization of power in Washmgton as to do violence 
to the ancient and honorable Democratic doctrine of States’ Rights. 
It was, ia short, Jo Je expected that supreme power over the banking 
system would be lodged neither in the financial capital. New York, nor 
^"^6 political capital, Washington, but_Jhat there would be some 
balancing of the one against the other, with some influence over ba nkin g 
pohcies accorded to the provinces of the West and South. 

2. The Fedesal Resehve System Bbiefly Describbd 

Consider now the nature of the banking system that was devised 
under the political influences thus briefly sketched. The Federal 
Re^rve Act provided, not for one central bank corresponding to the 
Bank'brEngland, the Bank of France, or the Reichsbank of Germany, 
but for twelve regional federal reserve banks in some measure super- 
vised and co-ordinated by a politically appointed body called the Federal 
Reserv TBoa rd, with headquarters in Washington. Each of the federal 
reserve banks serves primarily as a bankers’ bank for the member banks 
of its district. The member banks of each district own all the stock of 
the^eserve bank of their district, and elect six out of its nine directors — 
the otirer"three being appointed by the Federal Reserve Board. The 
reserve banks are, therefore, privately mvned and privately controlled 
except for the supervision exercised over them by the Federal Reserve 
Board. While in some respects it is the whole system of twelve reserve 
banks and the Federal Reserve Board combined that represent the core 
of our banking system, corresponding to the Bank of England or other 
similar central banks, it is the Federal Reserve Banlc of New York that, 
in the eyes of many people, has played the true r6Ie of a dominating 
central bank m the United ^tates. T his is so because of its location in 
the financial center of th e country and because of its enormous banking 
resources which greatly exceed those of any other reserve bank. The 
dominance of the New York Federal Reserve Bank has been particularly 
obvious in connection with international banking operations. It was with 
this bank and not with the Federal Reserve Board that the Bank of 
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England or the Bank of France dealt, up to 1934, in connection with 
international payments or gold movements. And so we rnay say that 
under the Federal Reserve System central banking power is divided into 
three parts — that exercised by the pohtically appointed Federal Re- 
serve Board, that exercised by the dominant Federal Reserve Bank of 
New York, and that exercised in the aggregate by the other reserve 
banks scattered over the rest of the country. It appears probable that 
as a consequence of the new banking and currency legislation of 1933 
and 1934 the Federal Reserve Bank of New York will play a relatively 
less important r61e in the future. In the following sections the various 
parts of the Federal Reserve System wall be considered more in detail. 

3. The FEDEmUi Reserve Bo^mn 

As originally provided in the Federal Reserve Act of 1913, the Federal 
Reserve Board was to consist of seven members, five to be appointed 
by the President of the United States directly as members of the Board, 
and two to be ex-officio members by virtue of holding the offices of 
Comptroller of the Currency and Secretary of the Treasury. Since 
the President appoints both these officials, the Reserve Board was to be 
composed exclusively of political appointees. To reduce somewhat the 
danger that these political appointees would abuse their great po\yer3 
over the banking system, the Federal Reserve Act originally provided 
that at least two of the five directly appointed members should be per- 
sons experienced in banking or finance. This provision, together with 
the fact that the Secretary of the Treasury and the Comptroller of the 
Cmrency, the two ez-offido members, would tend to be persons ex- 
perienced in banking or finance, was calculated to make it unlikely that 
the policies of the Federal Reserve Board would be dominated by persons 
who in ignorance of sound banking principles might wreck the Federal 
Reserve System by foolhardy measures. 

Aside from the specific requirement that two of the five appointive 
members of the Reserve Board should be persons experienced in bank- 
ing or finance, the original act required that these five members be 
selected with “due regard to a fair representation of the different com- 
mercial, industrial, and geographical divisions of the country.” In 1922 
the law was amended. The specific requirement that two members be 
persons of banking experience was omitted and agricultural interests 
were included in the list of interests entitled to fair representation. 
This change was made upon the insistence of the “farm bloc” that 
agriculture was not being given fair consideration in the policies of the 
Federal Reserve Board, and that a “dirt" farmer should be appointed 
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to membership on the Board. To make room for such a member the 
total membership of the Board was increased to eight, a rather non- 
sensical procedure, since, without giving any particular power to agri- 
cultural interests, it gave the Board an even number of members, thus 
bringing the danger of a deadlock upon important questions of policy. 

In order to ensure some measure of continuity of policy, the term of 
office of the appointive membeis of the Board was made ten years, and 
of the first five appointed members one was to serve two years, one four, 
one si-x, one eight, and one ten years, so that thereafter one new member 
would be appointed every two years. This method of appointing the 
members made it unlilcely that a complete change in membership of the 
Board would take place with a change in the political party in power 
and reduced the probability that political considerations would in- 
fluence the actions of the members. On the other hand, the inclusion 
of the Comptroller of the Currency and the Secretary of the Treasury 
as members of the Board increased the menace of politics because it 
practically ensured the appointment of a majority of the members of 
the Board by the President during a four-year term. Moreover, the 
fact that the Secretary of the Treasury was designated by law as the 
Chairman of the Board brought the danger that the exigencies of the 
Treasury might be set above sound banking policies and public weFare 
in time of political stress. This danger was not made less by the great 
political power and social prestige which belongs to the Secretary by 
virtue of his office, and through which he may dominate and even 
intimidate the lesser members of the Board. 

4. Powers and Duties or tub Federal Reserve Board 

The Federal Reserve Board is authorized and empowered to exercise 
general supervision over the federal reserve banks and over all member 
banks of the Federal Reserve System. At its discretion it may examine 
the accounts, books, and affairs of each reserve bank and of each member 
bank, and require such statements and reports as it may deem neces- 
sary. It may suspend or remove any officer or director of any reserve 
bank for just cause, and, for violation of any provision of the Federal 
Reserve Act, it may suspend the operations of any federal reserve bank, 
take possession of and administer the bank during such suspension, and, 
when deemed advisable, reorganize or liquidate it. 

The Federal Reserve Board supervises and regulates, through the 
Treasury Bureau under the charge of the Comptroller of the Currency, 
the issue and retirement of federal reserve notes (the new type of bank 
notes) by the federal reserve banlos, and it e.xercises a large measure of 
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control over the discounting and rediscounting operations of the federal 
reserve banks, in respect both to the rate of discount and the type of 
paper eligible for discount. Since the provisions of the law relating to 
note issue and discounting operations will be discussed in detail later, 
they need not be considered more at length here. Enough has been said 
to indicate that the Federal Reserve Board is under the law a most 
powerful administrative body, able, if its power is used, to exercise a 
large degree of control over the banking system of the country. 

In respect to details of administration, the Board is empowered to 
employ such attorneys, experts, assistants, clerks, or other employees 
as may be necessary to conduct its business. The appointive members 
of the Board themselves are required to devote their entire time to the 
business of the Board, and, as government pay goes, receive liberal 
salaries. To defray its expenses the Board is empowered to levy semi- 
annually upon the federal reserve banks an assessment in proportion to 
their capital stock and surplus. Since the federal reserve banks must 
also pay their own expenses of operation, the whole system is thus made 
self-sustaining, and is not supported at the taxpayers’ expense. While 
this is probably a wise provision, it is not without its disadvantages, as 
we shall see later. 


5. The FEDEmut, Reserve Districts 

The exact number, location, and size of the federal reserve districts 
were not specified in the Federal Reserve Act. The act merely provided 
that as soon as practicable the Secretary of the Treasury, the Secretary 
of Agriculture, and the Comptroller of the Currency, acting as “The 
Reserve Bank Organization Committee,” should designate not less 
than eight nor more than twelve cities to be known as federal reserve 
cities and should divide the continental United States, excluding Alaska, 
into districts, each district to contain only one of such federal reserve cities. 

The law further provided that the districts should be apportioned 
with due regard to the convenience and customary course of business 
and need not be coterminous with any State or States. The organiza- 
tion committee was authorized to conduct an extensive investigation in 
determining to the best of its judgment the proper location of the reserve 
banks and the boundaries of the respective districts, and ample funds 
were provided for this purpose. As a result of the investigation, twelve 
districts were formed, numbered from 1 to 12, and in each district one 
city was designated as the location of the federal reserve bank of its 
district — these reserve banks to take the name of the city in which they 
were located, as the Federal Reserve Bank of New York, the Federal 
Reserve Bank of Boston, and so on. 
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In determining the extent of the districts the chief considerations were 
the sufficiency of banking resources and banJdng talent for the organiza- 
tion of a strong and well-managed reserve banlc, the ease of access from 
the chief points -witliin the district to the federal reserve city for the 
prompt transaction of business between the reserve banks and their 
member banlcs and the commercial and banking relations already es- 
tablished, The significance of these considerations mil be better under- 
stood when it is pointed out that the capital of the reserve banks was 
to be subscribed by the member banks in proportion to their own capital 
and surplus, and that of the nine directors of each federal reserve bank 
sLx should be elected by the member banks of its district, while the other 
three, although appointed by the Federal Reserve Board, should have 
been at least two years residents of the district for which appointed. 
In selecting the reserve city itself, the chief considerations were the 
existing banking relationships and the transportation conditions af- 
fecting the ease of access to the city from other parts of the district. 

It is obvious that mth these considerations given due weight, the 
twelve federal reserve districts could be equal neither in banking re- 
sources nor in geographical extent, since such equality would have in- 
volved making some districts ridiculously large or small either in respect 
to resources or square miles. Equality in area or resources being out of 
the question, fixing the boundaries of the districts became a matter of 
sound banking judgment or political expediency, and the results indi- 
cate that baififing judgment prevailed, although political expediency 
was not ruled out completely. 

The boundaries of the twelve districts are shown on the map on page 
485, and the resources of the banks and the area and population of the 
districts are given in the following table: 


Table V. Tnn Fedekal Reserve Banks and Districts 


Reserve Cities 

Total resourcca of 
reserve bank 
September 30. 1932 * 

iirea of diatricl— • 
squoro nnlca f 

Population of 
district, 

July 1. 1931 1 

No. 1. Boston 

$395,084,000 

1.958.490.000 

440 . 417.000 

505.724.000 

207.248.000 

176.542.000 

1.111.410.000 

190.721.000 

138.014.000 

189.232.000 

108.476.000 

425.976.000 

61,345 

61,890 

36,842 

7,834,000 

No. 2. New York 

16,343,000 

No. 3. Philadoiphia 

7,619,000 

No. 4. Cleveland 

73,424 

11,407,000 

No. 5. Richmondv 

152,316 

248,226 

190,513 

11,073,000 

No. 6. Atlanta.- 

11,339,000 

No. 7. Chicago 

18,606,000 

No. 8. St, Louis 

194,810 

414,004 

480,438 

386,116 

9,676,000 

No. 9. Minneapolis 

5,370,000 

No. 10. Kansas City 

No. 11. Dallas.-. 

7.967.000 

7.078.000 

No, 12, San Francisco 

683,852 

3,758,000 

Total 

$5,847,934,000 

2,973,776 

124,070,000 


^om Federal Raerve Bulletin, October, 1032, p. 662, 
t From Anntiol Report of Fed&ral Ueserre BonTdit 1032, p. 330. 
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The foregoing table shows that the Federal Reserve Bank of New York, 
with total resources of $1,958,490,000 on September 30, 1932, had re- 
sources almost nineteen times as great as those of the Dallas bank, a- 
mounting to only $108,476,000, although the population of the New York 
district was little more than twice as great as that of the Dallas district, 
and the area of the New York district was less than one seventh the 
area of the Dallas district. In respect to area, District No. 12, the larg- 
est district, is more than eighteen times as great as District No. 3, the 
smallest district, but the former has approximately seven ninths the 
population of the latter, and the reserve bank of the former has almost 
two thirds the resources of the reserve bank of the latter. The districts 
vary much less in population than in area and resources, the most 
populous district, No. 7, having less than four times the population of 
the least populous, No. 9. One might suppose that the organization 
committee weighted the factor of population more heavily in arranging 
the districts than the factors of area and banking resources. Possibly 
this was an appHcation of Democratic principles. It should be under- 
stood, of course, that at the time of organization, in 1914, the ratios of 
resources and population just given did not apply e.xactly. 

The law makes provision for the establishment of branches and 
agencies of the reserve banks, and these branches tend to overcome some 
of the defects in the dehmitation of districts. For example, in the huge 
District No. 12, which, it seems, might well have been divided into two 
districts, with another reserve bank located either in Portland or 
Seattle, five branches of the reserve bank of San Francisco have 
been established. Altogether twenty-five branches and two agencies 
of the twelve reserve banks combined have been established. The 
location of these branches is shown on the map. In 1929, these branches 
and agencies handled checks to the amount of $72,000,000,000. By 1932 
the amount of checks handled had declined to $34,000,000,000 along 
with the general decline in business. As compared with these figures 
the total amount of checks handled by the twelve federal reserve banks 
combined was $367,000,000,000 in 1929, and $177,000,000,000 in 1932. 

6. General Purpose of the Federal Reserve Banks 

The general purpose of the federal reserve banks may be said to be to 
serve collectively, or as a group, as the central banking mechanism of 
the country, and individually as bankers’ banks for the member Banks 
of their respective districts. In addition to acting as bankers’ banks, the 
reserve banks serve also as fiscal agents for the National Government. 
It was the expectation of the creators of the Federal Reserve System 
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thut the form of organization and the powers of the reserve banks would 
permit them to provide the country with banking facilities far superior 
to those provided under the National Banking System. The currency 
would become sufficiently elastic to avoid all financial stringencies aris- 
ing from seasonal fluctuations in trade and industry. The close relation 
between the reserve banks and the Government would bring an end to 
the evils of the Independent Treasury System. The international flow 
of gold would be regulated by centralized control over the discount rate. 
There would be no more failures of solvent banks through lack in time 
of panic of a ready market for their secondary reserves. In times of 
stress soundly managed banks could always obtain abundant supplies 
of cash from their reserve bank, provided only they had plenty of com- 
mercial paper eligible for rediscount under the law. Through the de- 
velopment of a national market for various types of commercial paper, 
particularly, bank acceptances, banks would not only obtain the ad- 
vantage of a highly desirable form of secondary reserve, but a more 
uniform rate of interest ivould displace the great disparity in rates 
hitherto prevailing, to the disadvantage of the West and South, ivhere 
the higher rates prevailed, and the financing of foreign trade by American 
banks would be fostered, with resultant benefits to importers, e.xporters, 
and American industry, as weU as to the banks directly concerned. The 
form of organization and the powers of the reserve banks whereby 
these desirable ends were to be achieved will now be considered 
more in detail. 

7. Dikectors Aim Stockholders of the Reserve Banks 

Each federal reserve bank is governed by a board of nine directors, of 
whom three are appointed by the Federal Reserve Board, while the 
other six are elected by the stockholders of the reserve bank itself. The 
stockholders of the reserve banks are the member banks. The member 
banks of each federal reserve district consist of all national banks in that 
district, membership for these being compulsory, and of such state banks 
and trust companies in the district as are able and willing to meet the 
specified requirements relating to capital, cash reserves, and other 
matters discussed in later pages. In order to ensure abundant capital 
for the reserve banks, the law reqvured that each member bank sub- 
scribe to stock in its reserve bank equal in par value to six per cent of 
the amount of its owm capital and surplus, one half of this sum to be 
paid in within a few months after organization, and the other haE at 
any time in the future when it might be required. There was a further 
provision that in the case of any reserve bank in which the subscrip- 
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tions of the member banks did not amount in the aggregate to $4,000,- 
000, the balance might be subscribed by the general public, and the 
general public failing to take the stock, by the Federal Government 
itself. It turned out, however, that the first three per cent paid in by 
the member banks represented all the capital required by each of the 
reserve banks, and the other three per cent has never been called in from 
the member banks, and no stock has been taken either by the public 
or the Government. 

Of the six directors chosen by the member banks three are to be 
representative of the member banlcs, and presumably bankers, and three 
are at the time of their election to be actively engaged in commerce, 
agriculture, or some other industrial pursuit. The first three are called 
Class A directors; the second three. Class B directors; and the three 
appointed by the Federal Reserve Board are called Class C directors. 
The Federal Reserve Act specified in some detail the exact method of 
election so that one Class A and one Class B director shall be chosen by 
the large banks, one by the middle-sized banks, and one by the small 
banks, and directs the Federal Reserve Board to classify the member 
banks of each district for this purpose into three groups approximately 
equal in number and consisting of large, medium, and small banks 
respectively. 

The Class C directors, who are appointed by the Federal Reserve 
Board, shall have been at least for two years residents of the district for 
which they are appointed, and one of these, who must be a person of 
tested banking experience, is designated by the Federal Reserve Board 
as chairman of the board of directors of his reserve bank, and as federal 
reserve agent. He serves thus in a dual capacity as chairman of the 
board of directors of the reserve bank and as representative on the 
ground of the Federal Reserve Board. In his latter capacity he main- 
tains a local office of the Federal Reserve Board on the premises of the 
reserve bank. 

We may note in passing that among the nine directors of each reserve 
bank there are four bankers, including the federal reserve agent. Three 
members of the board, including also this agent, represent the Govern- 
ment; and three represent business other than banlcing. But since six 
members are chosen by the banks, it is obvious that banking interests 
will tend to dominate the board, and if the reserve banks are not soundly 
managed, it is because the bankers who control them are either ignorant 
of sound banking principles and practices or choose to ignore them or 
have unsound policies forced upon them by the Federal Reserve 
Board. 
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S. State B.axks axd Tbost Comp.antes as Member Baxes 
VTiile membership in the Federal Reserve System was made compul- 
sory for national banks, it was made optional with state banks and trust 
companies. Consider the reason for this distinction. The National 
Government had the power to compel the national banks to join or to 
surrender their charters. But over the state-chartered institutions the 
Federal Government had no such power; it could only persuade and not 
compel them to join. Since it was extremely desirable to induce the 
state banks and trust companies to join in large numbers in the interest 
of a strong and unified central banking system, they were offered the 
privilege of joining the sjutem and of enjoying the direct advantages of 
membership on condition of meeting specified requirements, such as 
were imposed upon national bank members in respect to capital, cash 
reserves, and other matters. In short, with some exceptions to be noted 
later, the Federal Reserve Act required of state-chartered banks as much 
as and no more than it required of national banks as a condition of enter- 
ing the Federal Reserve System, and this seemed fair enough, since they 
thus obtained all the advantages of national banks, except the note-issue 
privilege, while retaining some advantages under state charters not en- 
joyed by national banks. 

Most of the state banks and trust companies, however, considered the 
terms too hard, or found it impossible to comply with them, so that only 
a small proportion of these banks became members. The federal reserve 
banks opened their doors for business in November, 1914. On June 30 
of that year the number of state banks and trust companies was 16,076, 
and the number grew imtil it reached a maximum of 19,782 in 1922, after 
which these banks decreased in number primarily as a result of failures 
and mergers or consolidations. Out of these thousands of banks only 37 
were members of the Federal Reserve System at the beginning of 1917, 
more than two years after the system was established. During the time 
we were engaged in the World War and up to 1921, the number of state 
banks and trust companies that entered the system increased rapidly as 
a result of a combination of causes, including less stringent cash reserve 
provisions, need for aid from the federal reserve banks, and patriotic 
reasons. But even then less than ten per cent of these banks entered the 
Federal Reserve System — their membership in the system having risen 
only to 1481 at the beginning of 1921. After a small further increase to 
1639 in 1923, the number of state bank and trust company members de- 
clined until at the end of 1932 it reached the low figure of SOo, a large 
proportion of this decline having been the result, however, of bank failures 
and consolidations rather than voluntary withdrawal from the sj^em. 
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On June 30, 1914, when state banks and trust companies numbered 
16,076, the number of national banks was only 7525, and in 1922, when 
state banks and trust companies reached their maximum number, of 
19,782, national banks numbered only 8249. At no time during the per- 
iod 1914 to 1922 did the number of national banks equal one half the 
number of state banks and trust companies, and with only a small pro- 
portion of the state banks joining the Federal Reserve System, the result 
was that about two thirds of the total number of commercial banks in 
the country remained outside the system. Obviously, the country had 
fallen far short of achieving the unification of its banking system. It 
had now, one might think, a centralized system, operating alongside 
forty-eight decentralized systems controlled by the forty-eight States. 
The situation was, however, not so bad as might appear. 

Among the state banks and trust companies that entered the Federal 
Reserve System were most of the stronger institutions with large re- 
sources, so that the total resources of the member banlvs represented 
much more than one third of the total resources of aU commercial banks 
in the country. In June, 1915, for example, total loans and investments 
of member banks amoimted to 88,313,000,000, or 41 per cent of the total 
loans and investments of all banks, amounting to 820,788,000,000. By 
June, 1918, when the membership of the state banks had increased con- 
siderably, the total loans and investments of member banks had risen to 
$18,507,000,000, or to 58 per cent of the loans and investments of all 
banks, amounting to $31,813,000,000. The next year there was a small 
further relative increase, and from 1919 to 1930, inclusive, the loans and 
investments of the member banlts varied from 60 to 61 per cent of the 
loans and investments of all commercial banks. From 1930 to 1933 this 
percentage was somewhat increased primarily as a result of a greater 
proportion of suspensions among non-member banks than among mem- 
ber banks, and a sharper decrease in total loans and investments of the 
former than of the latter. 

Another factor which needs to be considered here is the fact that the 
non-member banks indirectly obtained the benefits flowng from the 
centralized Federal Reserve System in various ways which will be noted 
in later pages. The fact that they might derive benefits from the system 
without joining it and sharing in its burdens, while it tended to strengthen 
the financial, position of the coimtry as a whole, represented a powerful 
motive for not joining, and is one of various reasons why the great 
majority of the state bank and trust companies remained outside. . 

We may consider briefly now some of the more important other rea- 
sons why the state banks did not become members. An early objection 
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was the requirements relating to examination. The state banks feared 
the results in expense and restraint of submitting to federal examination 
under the authority of the Federal Reserve Board. They preferred to 
submit to examination by friendly state examiners. 

Many state country bankers were not convinced that they required the 
services of the reserve banks, preferring to retain their old correspondent 
relations with the large city banks rather than accept the relationship 
prescribed by law ivith the reserve banks. The correspondent banks 
collected checks for the coimtry banks, often without charge, advanced 
loans to them at reasonable rates of interest, and, what was perhaps of 
greater importance, paid interest to them on deposits maintained for 
exchange or other purposes. The fact that under the Federal Reserve 
System the member banks were required to deposit at first part of their 
legally required reserves, and later all of them, in the federal reserve 
banks, and obtained no interest upon them, was a particularly sore 
spot, and probably kept more state banks from joining the system than 
any other reason except inability to meet the legal requirements of 
membership. Under state banking laws they had the same privilege 
that country banks of the National Banking System had had, of deposit- 
ing part of their cash reserves with city correspondents and drawing inter- 
est upon them — thus engaging in the delectable process of eating their 
cake and having it too. The state banks objected also in some cases to 
the compulsory investment of member banks in the stock of the reserve 
banks, the direct return on which was limited to sLx per cent a year. 
Another drawback to membership in the reserve system, from the point 
of view of some state banks, was the restriction on loans by which no 
member bank could lend to any one person, firm, or corporation an 
amount greater than ten per cent of the bank’s capital and surplus. 

In addition to these various reasons why the state banks and trust 
companies did not join the Federal Reserve System, there were two 
reasons of a different type. One of these reasons was that they could not 
meet the requirements of membership in respect to capital, the minimum 
capital required for member banks, varying from §25,000 to §200,000 
according to the population of the city in which the bank is located. 
The other was that various provisions of state laws made it practically 
impossible for some banks to enter the system — a particularly trouble- 
some problem arising from the refusal of some States to permit state- 
chartered banks to substitute the cash reserve requirements of the 
Federal Reserve System for those laid down by state law. To meet 
two sets of cash reserve requirements handicapped a bank. in competi- 
tion with other banks which had to meet only one. State Governments 
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in some cases were slow to remove such handicaps, and thus aid in 
developing the Federal Reserve System because these Governments 
and the state banks had become engaged in a bitter controversy with 
the Federal Reserve System over the question of par collection of checks, 
a struggle curiously reminiscent of the struggle between the Second 
Bank of the United States and the State Governments and state banks 
over the prompt redemption of state bank notes. 

How important inabihty to meet legal requirements of membership 
in the system was in keeping state banks outside is indicated by the 
fact that in June, 1922, when more than 18,000 state banks and trust 
companies were non-members, the number of eligible non-members 
was only 9678. Presumably some, but only a small proportion, of the 
non-eligible non-members would have joined had they been eligible. 
Since only about one sixth of the eligible state banks and trust compan- 
ies had entered the system, it is reasonable to suppose that only about 
that proportion of non-eligible members would have desired to join, 
or about 1400, which we may then set down as the number actually 
debarred by requirements they could not meet. It is not surprising, 
therefore, that the increase in state bank and trust company member- 
ship was not great, when, under the Agricultural Credits Act of 1923, 
state banks and trust companies possessing at least sixty per cent of the 
capital required of national banks were permitted to become members, 
provided that they agreed to increase their capital to the full one hun- 
dred per cent within five years, at the rate of twenty per cent of the 
deficiency each year. 

9. The Favored Position op State Banks 

Doubtless the state banks underestimated the direct advantage to 
themselves of membership in the Federal Reserve System and over- 
estimated the disadvantages. But even if it be granted that all the 
reasons they had for not choosing to join were valid, when viewed from 
the strictly individual point of view, it does not follow that' the banks 
were justified in not joining, and collectively gained advantages by not 
doing so. It is obvious that if the national banks had acted similarly 
and had not been compelled to join, there would have been no reserve 
banks and no Reserve System, and from the lack of such a system the 
state banks would have lost far more than the cost to them of bearing 
their fair share of the burden of maintaining it. The responsible officials 
of eligible state banks which maintained a “sturdy individualist" point 
of view while other banks were co-operating to form a centralized bank- 
ing system for the good of the coimtry, it must be said candidly, were 
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brothers under the skin to the slacker who, in war-time, evades military 
service while his comrades carr}’- on, on the assumption that the advan- 
tages he gains from engaging in battle are outweighed by the disadvan- 
tages. During the World War we resorted to conscription to make 
everyone do his part, and to round up those who imder voluntary service 
would have been slackers. It is unfortimate that we could not likewise 
have resorted to conscription when we established our centralized bank- 
ing system, and compelled every commercial bank to join and meet the 
, legal requirements or surrender its charter. The writer is aware that 
many bankers and state officials would take exception to this statement, 
and can present apparently strong arguments against such a course. 
But in his opinion the advantages of universal compulsory service for 
all banks would have far outweighed the disadvantages, and this seems 
to be the view of many influential business men at the present time. 

The contrary course of applying compulsion only to national banks 
and resorting to persuasion in the case of state banks not only tended 
to weaken the system, but resulted in such unfair treatment of na- 
tional banks as to bring the danger of wholesale conversion of national 
banks into state banks. This danger was lessened by the McFadden 
National Bank Bill of 1927 which was designed to place the national 
banks more nearly on a basis of equality with the state banks in re- 
■spect to powers and privileges. Tlie advantages of the state banks 
arose from two sources: first, they retained certain powers given to them 
by state charters and not given to national banks operating in the same 
State, and second, they were offered certain inducements to join the Fed- 
eral Reserve System which were not offered to national banks whose 
membership was compulsory. Among the privileges and powers en- 
joyed by state banks but not by national banks were the following:^ 

State banks might withdraw from the system at will, after six months’ 
notice. They could lend to any one borrower an amount in excess of 
ten per cent of their capital and surpl;is. They were not subject to 
examination by the Comptroller of the Currency, but were subject 
only to — often less rigorous — state control, and while they were 
subject to examination by the federal reserve banks, the reserve banks 
frequently accepted state e.xaminations as sufficient. Trust companies 
in some States had perpetual charters and so could accept permanent 
trusts, whereas national banks with trust company powers could not 
accept permanent trusts because their charters ran only for a limited 
time. State banks were subject to less rigorous restrictions in making 

’ Tippetts, Slate Banle and the F<Meral Rcetxcfi Syaiem, Dp. 364-66. D Van Nostrand 
Company, 1929. 
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real estate loans than were national banks. State banks enjoyed more 
extensive branch-banking privileges than national banks. National 
banks could not engage iu branch banking outside their own city except 
by absorbing a state bank with out-of-town branches. 

The McFadden Bill removed some, but not all, of these inequalities. 
It gave the national banlca broader powers in respect to real estate loans 
and thereby encouraged bad banking, gave them indeterminate charters 
and broadened their trust company powers, modified the restrictions 
applying to them in respect to the ten per cent limitation on loans to 
any one person, firm, or corporation, and placed them on a basis of 
equality with state banka in respect to further expansion of branch' 
banking. 

It is probable that the greater degree of equahty between national 
bank and state bank members of the Federal Reserve System would 
have been more advantageously i-ealized by withdrawing some of the 
powers and privileges from the state banks rather than by conferring 
some of the foregoing privileges upon the national banks. But without 
the power to compel the state banks to become members of the Reserve 
System, the National Government could not abridge their powers and 
at the same time induce them to maintain membership in the system. 
Further discussion of this problem mil be found in Chapter XXVHI, 
wherein are considered the changes made by the Banking Act of 1933. 

10. The Federal Advisory Council 

One line of communication between the Federal Reserve Board and 
the federal reserve banks was provided for by the Federal Reserve 
Act through the provision that three directors of each reserve bank be 
appointed by the Federal Reserve Board, and that one of these, to be 
called the Federal Reserve Agent, be chairman of the board of directors 
and special representative of the Federal Reserve Board with an office 
on the premises of the bank. A second line of communication, running, 
one might say, in the opposite direction, was provided for in the form of 
the Federal Advisory Council. This Council consists of twelve members, 
one elected by the board of directors of each federal reserve banlc. ' It 
is directed by law to hold at least four meetings a year in Washington, 
and oftener, if called by the Federal Reserve Board, and it may hold 
additional meetings on its oivn initiative in Washington or elsewhere 
as it may deem necessary. Its functions, as its title indicates, are 
purely advisory. It has the power, by itself or through its officers, 

(1) to confer directly with the Federal Reserve Board on general business 

conditions; (2) to make oral or written representations concerning matters 



494 STRUCTUKE OF THE FEDERAL RESERVE SYSTEM 

.itMu the iurisdiction of said 

recommendations in regard to P^eLse and sa e of gold or 

general affairs of the reserve banking system. 

The obiect in view in establishing this Council was that of kee^g 

Mr^Ee^'rve Board and the governors of the federtd reserve 
banks. 

11. The Governors of the Reserve Banks 
The governors of the federal reserve banks, as such, were not named 
5n the Federal Reserve Act, but, as the Federal Reserve Board inter- 
Ltd &e law it was the intent of Congress that each reserve bank 
SoSd have a chief executive officer, other than the chairman of the 
Wd who was also the federal reserve agent, who was f correspond 
in functions to the president of the ordinary commercial bank, 
titll of governor for this official was approved apparently 
sols: first, it made the management of the reserve banks, ^ 
of directors, chairman of the board, and a governor, correspond with the 
foim of organization of the Federal Reserve Board itself; secondly, 
the title of governor distinguished the chief executive of the reserve 
banks from the presidents of ordinary commercial banks. 

The governor may be chosen from among the directors of the reserve 
Nnvit- or mav be brought in from outside. It has become customary to 
itse mSom outfde, so that ordmarily the governor of the r^e^ 
bank does not sit on the board of directors. Smce the reserve bai^ 
have naturaUy desired to have men of great banking abihty and reputa- 
tion as governors, they have offered salaries commensurate m some 
degree with the abihties of the men they have desired to attract. As 
a consequence the governors of the reserve banks have tended to be 
men of greater reputation, more commanding personahties, and mgner 
salaries than the federaUy appointed chairmen of the board, or federal 
reserve agents, and have tended to become the dommatmg figures m 
their respective banks. In 1931 the salaries of the governors ranged 
from a mimmum of $25,000 a year paid to the governors of the Federal 



SUMMARY 


495 


Reserve Banks of Richmond, Atlanta, St. Louis, Minneapolis, and 
Kansas City, to a maximum of §50,000 paid to the governor of the 
Federal Reserve Bank of New York, with salaries of the other governors 
ranging from §30,000 to §35,000. While the §50,000 salary of the 
governor of the Federal Reserve Bank of New York and the §35,000 
salary of the governor of the Federal Reserve Bank of Chicago were 
matched by the salaries of the respective reserve agents of these banks, 
the reserve agents of all the other banks received lower salaries than the 
governors. However, the minimum salary of the reserve agents was 
the rather generous sum of §20,000, the rate paid to all of the reserve 
agents except those at New York, Chicago, and San Francisco; the 
last-named received §2^1,000. 

Willis ' describes in detail how the Reserve Board gradually shifted 
its methods of communication \vith the reserve banks from the reserve 
agent or chairman of the board to the governor as a direct consequence 
of the greater power wielded by the latter. It was not long before it 
was found desirable for the twelve governors to hold meetings to discuss 
matters of common interest and to obtain some degree of uniformity in 
the conduct of their banking operations, particularly in relation to the 
open-market operations of the banks to be considered in the next 
chapter. So the Conference of Governors became an established institu- 
tion, and tended to overshadow in importance the Federal Advisory 
Council, and even to usurp some of the functions of the Federal Reserve 
Board, Such a usurpation of powers would have defeated one of the 
main purposes of the law, namely, the division of powers between the 
Government and the bankers. The Conference of Governors was, of 
course, a one hundred per cent banker affair. It became necessary in 
order to preserve the Federal Reserve System as devised by law to 
place a definite limitation upon the scope of activities permitted to the 
Conference of Governors. But the Reserve Board finds this e.xtra- 
legal conference a useful addition to the Federal Reserve System, and 
confers regularly with the governors as well as mth the Federal Ad- 
visory Council. 


12, SUMMABY 

By way of summary we may say now that the Federal Reserve 
System consists of the Federal Reserve Board, the twelve federal re- 
serve banks, the member banks, the Federal Advisory Council, and the 
Conference of Governors. The Federal Reserve Board consists ex- 
clusively of men appointed to office by the President of the United 
> H. P, WiUis, The Federal Reserve System. The Ronald Press Company, 1023. 
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States. The federal reserve banks are privately owned banks, their 
stock being held exclusively by the member banks, and each is governed 
by a board of nine directors, of whom she are elected by the member 
banks, while three are appointed by the Federal Reserve Board. The 
member banks consisted, until the Banking Act of 1933, of all national 
banks, numbering at the end of 1931, 6368, and of such state banks 
and trust companies as were able and willing to meet requirements of 
membership, the number of these at the end of 1931 being only 878, as 
compared with 13,013 banks other than national reported to the Comp- 
troller of the Currency by state banking departments as of Jvme 30, 1932. 
At the end of 1931 the loans and investments of member banks con- 
stituted appro.ximately seventy-seven per cent of the total loans and 
investments of all commercial banks (mutual savings banks excluded). 
The Federal Advisory Coimcil is composed exclusively of bankers and 
has advisory powers only. The Conference of Governors is composed 
exclusively of bankers, and by virtue of the positions of its members is 
a most powerful body, in some respects more powerful than the Federal 
Reserve Board itself. ^ 

‘ Structural changea in the Federal Reserve System made by the Banking Act of 1933 
are discussed in Chapter XXVIII. 



Chapter XX 

FUNCTIONS OF THE FEDERAL RESERVE SYSTEM 

1. Sources of Reserve Bank Funds 

A discussion of the functions of the Federal Reserve System resolves it- 
self largely into a discussion of the activities of the federal reserve banks 
in their relation to the member banks on the one hand and to the Federal 
Reserve Board on the other. The essential purpose of the reserve banks 
is to serve as bankers’ banks for the member banks and to act collec- 
tively as a unifying and stabilizing agency for the banking system as a 
Whole. All the powers conferred upon them have this end primarily in 
view. The intent of the law was presumably to endow them with powers 
and resources ample to serve this purpose, but at the same time so to re- 
strict their operations by legal limitations and political control as to pre- 
vent them from abusing the great power conferred upon them. 

The functions of banlcers’ banks, or central banks, have been discussed 
in some detail in Chapter XVIII, but it will do no harm to remind the 
teader that an efficient bankers’ bank must always be able to advance 
loans to member banks in good standing by discounting for them eligible 
short-term commercial paper, such as promissory notes and trade accept- 
ances, or to purchase from them in time of stress investments represent- 
ing sound secondary reserves, such as government securities and banlc ac- 
ceptances, to the end that no solvent commercial bank will be forced to 
the wall for lack of ample cash reserves in the case of either a run on an 
individual bank or in a general banking and credit crisis. To be always 
in a position thus to aid its member banks under aU sorts of conditions 
requires not only that the bankers’ banlc have ample resources, but that 
these resources be employed with cii’cumspection and maintained in 
reasonably liquid condition. A properly drawn central banking law will 
prove a great aid in the maintenance of a sound condition of the central 
banking mechanism, but will not insure such soundness. Fully as im- 
portant as the provisions of the law are the judgment and discretion of 
the men designated to admmister them, and too great reliance upon legal 
phraseology and the power of words to create a good banking system may 
prove to be painfully disillusioning in the end. The bearing of this re- 
mark may perhaps be observed in our later chapters on the Federal Re- 
serve System in operation. In this chapter and the next we shall be con- 
cerned primarily with those provisions of the Federal Reserve Act, de- 
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signed, on the one hand, to give the reserve banks ample resources mth 
which to operate effectively, and, on the other hand, to guide and to re- 
strict them in the methods of applying those resources. In the subse- 
quent chapters we shall observe how the scheme has worked in practice. 

The original funds of the reserve banks were provided by the cash sub- 
scriptions to their stock by the member banks, and by the deposit with 
them of part of the member banks’ legally required cash reserves. As 
previously stated, all member banks were required by law to subscribe to 
the stock of their respective reserve banks an amount equalling 6 per cent 
of their own capital and surplus, half of this amount to be paid within 
nine months from the first call of the organization committee, and the 
rest later. Only the first 3 per cent has ever been called in, but this 3 
per cent was required to be paid to the reserve banks by the member 
banks in gold or gold certificates, so that a gold reserve was thus pro- 
vided for the reserve banks equal to 3 per cent of the total capital and 
surplus of the member banks of their respective districts. 

A larger source of reserve bank funds was represented by the cash re- 
serves which the member banks were required to place on deposit with 
their reserve banks. In respect to reserve requirements the member 
banks were classified under the Federal Reserve Act as country banks, 
reserve city banks, and central reserve city banks, the distinction being 
the same as under the National Banking Act. Central reserve city banks 
were member banks located in New York, Chicago, and St. Louis; re- 
serve city banks were member banks located in the various cities des- 
ignated as reserve cities under the National Banking Act; and country 
banks were all other member banks. It diould be understood that all 
member banks, including state bank and trust company members, were 
embraced imder this classification, and not merely national banks as be- 
fore. The Federal Reserve Board was authorized to remove or add 
cities to the list of reserve and central reserve cities, and one application 
of this power was the removal of St. Louis from the list of central re- 
serve cities in 1922 and its addition to the list of reserve cities, so that 
since that date there have been only two central reserve cities — Chicago 
and New York. 

OrigmaUy, under the Act of 1913, the country banks were required to 
maintain cash reserves of 12 per cent against demand deposits and 5 per 
cent against time deposits; reserve city banks, 15 per cent against demand 
deposits and 5 per cent against time deposits; and central reserve city 
banks, 18 per cent against demand deposits and 5 per cent against time 
deposits. For a time the country banks and the reserve city banks were 
permitted to leave part of their required reserves on deposit with cor- 
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respondent banks in reserve and central reserve cities as theretofore, a 
provision made to prevent too great a shock to established banking re- 
lations from the sudden transfer of all such cash reserves. But imme- 
diately upon the establishment of the federal reserve banks, country banks 
were required to pay into their reserve banics two twelfths of their total 
required cash reserves, reserve city banks three fifteenths, and central re- 
serve city banks, seven eighteenths. After three years the cash reserves 
of all member banks were required to be kept either in their own vaults or 
in their federal reserve banks, in the following proportions: 

Country banks, four twelfths in their own vaults, five twelfths in the 
federal reserve bank, and tlnee twelfths at their option in either their 
own vaults or in the federal reserve banks. For reserve city banks these 
relative proportions were five fifteenths, six fifteenths, and four fifteenths 
respectively; and for central reserve city banics six eighteenths, seven 
eighteenths, and five eighteenths. 

Before tlie three years during which the gradual transfer of redeposited 
reserves was to be effected expired, the law was amended. The percent- 
age of required reserves was reduced for all classes of member banks, and 
all required reserves were to be deposited in the federal reserve banks. 
The change was provided for by the Act of June 21, 1917, essentially a 
war measure designed to strengthen the Federal Reserve System and to 
increase its power of expanding currency and credit. Concerning this 
more will be said later, but here we are concerned primarily with the re- 
lation of these reserve requirements to the funds available for federal re- 
serve bank operations. 

It is obvious that the deposits of required cash reserves of member 
banks in federal reserve banks represented a much greater sum eventually 
than their capital stock subscriptions, because deposits of member banks 
are several times as great as their capital and surplus, and the percentage 
of cash reserves required to be deposited was 3 per cent of time deposits 
of all member banks, and 7 per cent of demand deposits of country banks, 
10 per cent of demand deposits of reserve city banks, and 13 per cent of 
demand deposits of central reserve city banks. However, not all these 
deposits needed to be made in gold, or other lawful money, the law per- 
mitting not to exceed one half of each installment to be paid in eligible 
paper; that is to say, in promissory notes, acceptances, etc., properly en- 
dorsed by the member bank. 

Further sums had to be paid in to the reserve banks when additional 
banks joined the system, or when old members increased their capital 
and surplus. Additional funds were obtained also by the federal reserve 
banks in the form of deposits in excess of legal requirements by the mem- 
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plied with ample banking resources capable of being used by these banks 
wth tremendous inflationary effect unless restricted by the good sense 
of the management or the provisions of the law. 

The reserve banks were given the power to issue banic notes of two 
types, to be considered in detail in later pages, and to make loans to mem- 
ber banks. Having these powers it follows that they can make loans to 
the member banks in any one of three ways, namely, deposits subject to 
check, bank notes of the reserve banks, and other lands of money. How 
great the inflationary power of the reserve banks might be if they were 
permitted to expand operations mthout check of law or banking pru- 
dence to the extreme hmit of their cash reserves is mdicated by the fact 
that not only might each dollar of cash reserve held by them afford a re- 
serve basis of loans of many dollars, just as in the loan expansion process 
of an ordinary commercial banic, but the loans advanced to member banks 
might in turn become cash reserve of the member banks, or even of non- 
member banks, each dollar of which in turn might become the basis of 
loans of many dollars. It is in fact conceivable that by such a pyramid- 
ing of bank credit each dollar of actual cash reserve held by the central 
banks might become the basis of credit expansion amounting to S50 or 
SlOO, or even more — eventual collapse, of course, foUo^ving upon such 
reckless expansion. 

To prevent such reckless expansion and inevitable collapse, certain 
provisions were written into the law to restrict expansion of reserve bank 
credit to what were considered safe and reasonable proportions. These 
restrictions were of two types: first, minimmn cash reserve provisions in 
respect to deposits and notes issued by the reserve banks, and, second, 
restrictions upon the loan and discount and investment operations of 
the reserve banks. The minimum cash reserve provisions were pri- 
marily for the purpose of preventing undue expansion of reserve bank 
credit, and the other set of restrictions was primarily for the purpose of 
preventing reserve bank credit from being used for purposes other than 
the promotion of short-term advances to business men engaged in agri- 
cultural, industrial, or commercial operations. Concretely, it was the 
intent of the framers of the Federal Reserve Act to restrict the use of 
reserve bank credit by member banks to such operations as lending to a 
retailer money with which to pay for goods shortly to be sold, the pro- 
ceeds of which would provide the means for promptly repaying the loan; 
or of lending to a manufacturer the funds with which to buy raw mate- 
rials, which when used in the process of manufacture would in a few 
months result in finished goods which could be sold for money enough to 
liquidate the loan; or of advancing funds to a farmer to pay for com to be 
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ing to the accepted doctrine of international trade relations, as imports 
increase and exports diminish, unless there is at the same time world- 
wide inflation of money and credit. If, however, credit expansion takes 
the form of speculation in real estate and securities, the inflation will not 
tend to be checked by the export of gold, but may even be aggravated by 
an inflow of gold. Real estate and domestic corporation securities can- 
not, of course, be imported, except in the sense that such blocks of real 
estate and secmities as may be OAvned abroad may be sold to domestic 
buyers. On the contrary, wild inflation of real estate and security prices 
in any one country tends to attract foreign buyers, increases the “favor- 
able balance" of trade by means of these invisible exports, and actually 
tends to bring an inflow of gold, which added to existing bank reserves 
permits further inflation. A notable case in point is our stock-market 
inflation orgy of 1929. Lacking the early check administered by exports 
of gold and compulsory restriction of bank credit, such security and real 
estate speculation and inflation may rise to disastrous heights, with ul- 
timate disastrous consequences. When the collapse comes there is, of 
course, the danger of an external drain of gold when the foreigners un- 
load their speculative holdings in securities and real estate and withdraw 
their remaining capital from the country. 

There is ample justification, then, on more than one ground, for the 
provisions in the law designed to restrict the use of federal reserve bank 
credit to short-term advances to business men engaged in agricultural, in- 
dustrial, and commercial operations, and to prevent its use in fixed capi- 
tal investment and real estate and security speculation. Experience has 
demonstrated, however, as mil be sho^vn later, that the best security 
against disastrous inflation of credit fles in the restriction laid upon the 
total amount of credit expansion rather than in restrictions upon the pur- 
poses for which credit may be extended. The latter type of restrictions 
are too easily evaded or circumvented to be effective. There is reason to 
regret, therefore, that the Federal Reserve Act relied so largely on restric- 
tions upon the kind of reserve bank credit to be extended, and did not 
provide for more stringent regulation of the total amount of reserve 
bank credit expansion. This point will be considered further in our dis- 
cussion of the Banking Act of 1933 in Chapter XXVIII. 

4. Federal Reserve Note Issue: Original Provisions 

The Federal Reserve Act provided for the issue by the federal 
reserve banks of two kinds of bank notes, called federal reserve 
notes and federal reserve bank notes respectively. The former are 
of much greater importance than the latter and will be discussed 
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the amount of notes issued \Yould tend to expand with the degree of 
business activity and the amount of loans or discounts of member banlis 
obtained at the reserve banks. The more rediscounting the reserve banks 
did for member banks, the more notes and bills they would have on hand 
eligible as collateral for note issues, and the more federal reserve notes 
they could, and probably would, issue, up to the limits permitted by the 
40 per cent gold reserve requirement. Such expansion of note issue 
would meet not only the seasonal needs of business, but also the addi- 
tional demands for money in actual circulation in times of greater activ- 
ity in business in the prosperity phase of the business cycle, or m tune of 
credit crises and runs on banks by frightened depositors. 

To permit a greater degree of elasticity, in time of special emergency 
the Federal Reserve Board was empowered to suspend the 40 per cent 
gold reserve requirement. In case of such suspension, the law provided 
that a tax should be levied upon the reserve banks as follows; When the 
gold reserve fell below 40 per cent, but not below 32.5 per cent, a tax of 
not more than 1 per cent per annum upon such deficiency; when the re- 
serves fell below 32.5 per cent, a tax increasing at the rate of not less than 
1.5 per cent per annum upon each 2.5 per cent of additional deficiency in 
reserves. This tax was to be paid by the reserve bank, but the banlc was 
to reimburse itself by increasing the rate of interest or discount. The 
purpose of this provision of the law was to permit practically unlimited 
quantities of reserve notes to be issued in times of panic or stress, so that 
no banlc would need to close its doors for lack of ready cash if it had 
eligible paper discountable at the reserve bank. The progressive tax 
on these issues was calculated to make their issue unprofitable both to 
the reserve banks and the member banks, and to compel their early re- 
tirement after the emergency was over. With a decline in the demand 
for cash either after the passmg of a money panic or ordinary seasonal re- 
quirements, or a general decline in business activity, not only the taxed 
issues would tend to be retired, but also the ordinary issues, untaxed and 
protected by a 40 per cent gold reserve or more, for the following reasons. 
With less cash required or wanted in general circulation, deposits of cash, 
including reserve notes, would increase in the commercial banks. For 
the member banks the reserve notes would not count as cash reserve and 
would be idle, unproductive capital. The member banks would, there- 
fore, send them into their federal reserve banks, to be credited to their ac- 
count, thus reducing their indebtedness to the reserve banks or increas- 
ing their reserves. Reserve banks coming into possession of notes issued 
by other reserve banks would send these home for redemption, and all the 
reserve banks, feehng no further demand for cash to be paid out to mem- 
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ber banks, would retire rather than reissue their own notes. The total 
issue of reserve notes would thus shrink until the next period of expand- 
ing demand developed. 

It may be observed that the provision for suspension of the 40 per cent 
gold reserve requirement by the Federal Reserve Board, with the pro- 
gressive tax on the notes issued in excess of the amount permitted under 
the 40 per cent reserve requirement, was modeled after the German law 
under which the Reichsbank, before the war, was permitted likewise to 
issue notes beyond the usual amount, subject to a tax. There were, how- 
ever, important differences between the German and the American note- 
issue provisions. The German tax was applied upon all notes issued by 
the Reichsbank in excess of the gold reserve plus a moderate tax-free con- 
tingent which did not vary with the amount of gold reserve; the tax began 
at the high rate of 5 per cent; and the minimum gold reserve requirement 
of 33 per cent was not suspended. The total profitable and the total 
possible issue of notes by the Reichsbank was, therefore, much more se- 
verely limited than the profitable and possible issue by the federal re- 
serve banks. The danger of mflation of the currency by the bank-note 
route was much greater under the Federal Reserve Act than under the 
German law. There was always the possibility, of course, that the Ger- 
man law might be amended and the untaxed contingent increased under 
pressure of financial events. 

The danger of inflation under the Federal Reserve System arises not 
so much from the provision for the suspension of the 40 per cent gold re- 
serve requirement as from the 40 per cent provision itself, which permits 
the reserve banks to increase their note issue rapidly when gold reserves 
themselves increase rapidly, up to two and one half times the amount 
of such reserves. Any tendency on the part of the reserve banks nor- 
mally to make full use of their note-issue privilege up to the 40 per cent 
limit would leave them in a veiy poor condition to make further advances 
to member banks in times of emergency. With the suspension provision 
in the act, the legal minimum gold reserve against notes might well have 
been fixed higher, at 50 per cent, or possibly even at 60 per cent. Only 
once since the establishment of the reserve system has the tax penalty for 
deficiency of gold reserve against note issues been apphed ; in 1920 eight of 
the reserve banks suffered temporary small deficiencies in reserve and 
paid to the United States Treasurer a tax amounting in the aggregate to 
$24,664.05. At that time inflation had been carried very far before the 
tax was apphed, as wiU be noted in more detail later. In March, 1933, 
only the suspension of gold payment prevented the reserve ratio of all 
the reserve banks from falling below the legal minimum. 
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5. Federal Reserve Bank Notes 

The most important statement that can be made about the federal re- 
serve bank notes is that they have been of no great importance except as 
a nuisance and an unnecessary encumbrance upon the Federal Reserve 
System, and they should not be confused with the federal reserve notes 
just discussed. They are a by-product, or perhaps one might say a 
waste-product, resulting from the establishment of the Federal Reserve 
System. 

It was the desire of the framers of the Federal Reserve Act that^ the 
federal reserve notes, designed to vary in quantity with the needs of 
business, should not merely supplement, but should displace, the na- 
tional bank notes, based upon government bonds, and not responsive in 
quantity to the state of business activity. But the national banks in 
1913 had an investment in government bonds of appro.ximately §700,000,- 
000 to secure then note issues of about the same amount. These bonds 
bore an interest rate of only two per cent and their market value at the 
time was an artificial non-investment value based in large part upon the 
value of the note-issuing privilege which their possession gave to the 
banks. To have required the national banks to retire their notes at once 
would have thrown upon the market hundreds of millions of dollars of 
these bonds, which as a pure investment were probably worth not much 
in excess of seventy per cent of par, and thus would have caused a huge 
loss to the banks. Furthermore, the privilege of issuing bank notes had 
been valued by the national banks not merely because it broadened their 
banking powers, but because it had an advertising value and heightened 
their prestige as compared with banks not enjoying note-issue powers. 
Therefore, the Federal Reserve Act resorted to a compromise — in 
principle it would establish a uniform and elastic bank-note currency, 
but in practice it would permit the national banks for a time to retain the 
note-issuing power and to transfer it gradually, without loss to the in- 
vestment value of their bonds, to the federal reserve banks. The process 
was to be as follows. 

After two years from the passage of the Federal Reserve Act, and at 
any time during the period of twenty years thereafter, any national bank 
desiring to retire its notes might file with the Treasurer of the United 
States an application to sell for its account, at par, United States bonds 
securing the notes to be retired. These bonds were then to be purchased 
by the federal reserve banks in proportion to the capital and surplus of 
the respective reserve banks, the total amount to be purchased not to ex- 
ceed, however, $25,000,000 a year. The reserve banks were then to be 
permitted to issue federal reserve bank notes to the amount equaling the 
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par value of the bonds purchased, the bonds being deposited with the 
Treasurer of the United States to secure the notes issued. These federal 
reserve bank notes were to be the direct obligation of the reserve banks 
issuing them, and were to be in all respects quite like the old national 
bank notes, except for the change in the nature of the bank issuing them. 

The reserve banks, while permitted, were not required, to issue notes 
to the full amount of the bonds purchased from the national banks in the 
manner just described. They were given the option of exchanging the 
two per cent bonds bought, and against which no notes had been issued, 
for three per cent thu'ty-year government bonds to an amount not ex- 
ceeding half of the bonds tendered for exchange, and the rest for one year 
United States notes, the reserve banks binding themselves, however, to 
purchase at maturity of the one-year notes an equal amount of new one- 
year notes, and so again and again for a period of thirty years. In short, 
what all this amounted to was that the Government, through the in- 
strumentahty of the reserve banks, undertook to relieve the national 
banks of the burden of their investment in overvalued government 
bonds, and to relieve the reserve banks in turn of this burden, if they did 
not wish to issue federal reserve bank notes, by e.\-changmg for the over- 
valued two per cent bonds, thirty-year three per cent bonds and one-year 
notes worth as pure investments approximately their par value. 

It is curious and unfortunate that this roundabout and complicated 
and, as it has turned out, ineffective, method of gettmg rid of the na- 
tional bank notes was used. The purpose in view might have been 
achieved much more simply and effectively by requiring the national 
banks to exchange their two per cent bonds for new three per cent bonds 
without the circulation privilege. By this method the national bank 
notes might have been retired without injecting into the currency a new 
and objectionable type of bank notes, not one whit better than the old 
bank notes they were intended to replace. Presumably underlying these 
provisions of the Federal Reserve Act was a desire to avoid creating the 
impression that any deflation of the currency was directly or indirectly 
contemplated by the act, to retain the good-i^ of the national banks by 
permittmg them to retain their note-issue privilege, and to avoid legal 
comphcations that might arise through compulsory retirement of na- 
tional bank notes. However this may be, the result was that the coun- 
try was given, not a uniform and elastic bank-note currency, but three 
types of bank notes, issued under differing conditions, two of which were 
not responsive in quantity to the needs of business. 

As might have been foreseen, the national banks have shown little de- 
sire to retire their notes, and the amount in circulation remained aroimd 
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S600,00C,000 to $700,000,000 from 1913 down to 1932, when under pres- 
sure of panicky banking conditions an amendment to the Federal Re- 
serve Act made possible a great expansion in the amount that may be is- 
sued. 


6. FEDEB.rU. Reserve Bank Notes and the Pittman Act 

Since not many national bank notes were retired, it follows that not 
many federal reserve bank notes were issued under the original provi- 
sions of the Federal Reserve Act. But the e.>:istence of this type of bond- 
secured federal reserve bank notes prepared the way for a thoroughly bad 
piece of legislation — the Pittman Act, a brief consideration of which is 
perhaps in order at this point, although it represents somewhat of a di- 
gression from the main thread of our discussion. 

Under the provisions of the Pittman Act of April, 1918, the issue of 
federal reserve bank notes was considerably expanded, and on an entirely 
new basis. During the World War the price of silver, hke the price of 
other commodities, rose far above the pre-war level, and at the same 
time troublesome financial conditions developed in India, where the sil- 
ver money constituting the cash reserve against banlc-note issues was be- 
ing withdrawn by presentation of notes for redemption, and hoarded. 
The British Government was eager, therefore, to buy silver, and the 
greatest available supply in the world consisted of the hundreds of 
millions of silver dollars held in the United States Treasury as a relic of 
the unsound Silver Purchase Acts of 1878 and 1890. The condition was 
ripe for a mutually advantageous bargain. The United States could sell 
its practically useless silver hoard at original cost or even at a profit, at 
the then existing market price for silver, and the British Government 
would be relieved of an embarrassing situation resulting possibly in rev- 
olution in India. 

But two obstacles stood in the way of this advantageous deal. The 
silver interests in the United States opposed any government transaction 
which, by increasing the available supply of silver in the world markets, 
would prevent a further rise in price, and the inflationists, whom we al- 
ways have with us, opposed any contraction in the money in circulation. 
Now, selling of the Treasury sUver would not only have increased the 
supply of silver on the world market, but would have involved some con- 
traction of the currency if some provision had not been made for substi- 
tuting other forms of currency for the silver certificates which would have 
to be retired when the silver dollars which they represented were sold. 
The British did not contemplate paying in gold for the silver. A typical 
compromise was, therefore, arranged. The inflationists were appeased 
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by a provision of the Pittman Act which required the federal reserve 
banks to issue federal reserve bank notes, secured by government bonds, 
equal in amount to the silver certificates retired. The silver interests 
were satisfied by the curious provision that the Treasury would obligate 
itself to purchase later from the silver mine-owners of the United States, 
at one dollar an ounce, as much silver as it now sold to the British Gov- 
ernment, with a consequent expansion of the amount of silver dollars or 
silver certificates in circulation. 

Thus an opportunity to rid the monetary system of the United States 
of several hundred millions of dollars of credit currency in the form of 
silver certificates and to recoup its losses on its purchases of silver during 
the period from 1878 to 1893 was foregone for the political purpose of 
subsidizing the silver interests further, and of forcing large quantities of 
federal reserve bank notes into circulation when inflation of the currency 
was already proceeding apace through the necessities of war finance. 
Under the provisions of this act approximately §261,000,000 of federal re- 
serve bank notes were issued to replace about the same amount of silver 
certificates temporarily retired. Later, when silver was repurchased at 
the artificial price of one dollar an ounce, far above the market price, the 
silver certificates were restored to circulation, while the federal reserve 
bank notes were retired. This process is reflected in the following 
Treasury statistics: 

Silver Certificates PederaJ Reserve Bank 

m Circulation Notes in Circulation 


June 30, 1917 

December 31, 1919 . 

June 30, 1920 . 

June 30, 1923 . . . 


. $468,400,000 
149,527,000 
. 97,600,000 
. 364,300,000 


$3,700,000 

261.039.000 • 

185.400.000 

20,000,000 


* December 26, 1919 


By the middle of 1923 the purchase of silver and the consequent retire- 
ment of federal reserve bank notes issued under the Pittman Act was com- 
plete. Later, the amount of these notes in circulation declined further 
until at the end of 1931 the amount in circulation was only §2,838,000, as 
against §2,603,454,000 of federal reserve notes, and §656,404,000 of na- 
tional bank notes. In 1933 further provision was made for the expansion 
of federal reserve bank notes, and this will be discussed in Chapter 
XXVIII. 

7. Restrictions on Loans to Member Banks 
In the foregoing sections we have observed how the Federal Reserve 
Act of 1913 hmited the amount of credit that federal reserve banks could 
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extend to member banks by various restrictions on note issue, particu- 
larly by the provision that federal reserve notes should be issued by the 
Federal Reserve Board to the reserve banks only on condition that the 
latter present to the agent of the Board collateral in the form of eligible 
commercial paper, to the amount of one hundred per cent of the amount 
of notes issued, and in addition forty per cent of that amount in gold. 
This 40 per cent minimum gold reserve provision was made more effec- 
tive by the further provision that this gold must be in addition to a min- 
imum of 35 per cent in gold or lawful money held by the reserve banks 
against deposits. In this section will be considered the provisions of the 
Federal Reserve Act restricting, not the quantity of reserve bank credit, 
but the avowed purposes for which it might be extended to member 
banks in discounting or rediscounting operations. 

As already indicated, when the Federal Reserve Act was passed, it was 
the opinion of legislators acting under e.xpert banking advice that reserve 
bank credit should be extended to member banks primarily only for the 
purpose of financing the customers of the latter for short terms in their 
agricultural, commercial, and industrial activities. It was believed, 
erroneously as we shall see, that this end could be achieved by restric- 
tions laid upon the types of commercial paper made eligible for discount 
by the federal reserve banks. Under the original act, the reserve banks 
were not permitted to lend directly to the meznber banks by discounting 
the latter's own promissory notes, since these notes did not bear upon 
their face any evidence that the proceeds were to be used for financing the 
short-term business requirements of the banks’ customers, and were not 
to be used for purely investment or speculative purposes either by the 
banks themselves or their customers. On the contrary, the reserve banks 
were to make advances to the member banks only by rediscounting for 
them credit instruments wliich the latter had discounted for their own 
customers — credit instruments of such a character as to give evidence 
on their face of having been used to finance legitimate short-term bus- 
iness transactions. What these credit instruments were considered to 
be is indicated by the following quotation from Section 13 of the Federal 
Reserve Act as originally passed in 1913: 

Upon the indorsement of any of its member banks, with a waiver of de- 
mand, notice and protest by such bank, any Federal reserve bank may dis- 
count notes, drafts, and bills of exchange arismg out of actual commercial 
transactions; that is, notes, drafts, and bills of exchange issued or drawn for 
agricultural, industrial, or commercial purposes, or the proceeds of which have 
been used, or are to be used, for such purposes, the Federal Reserve Board to 
have the right to determine or define the character of the paper thus eligible 
for discount, within the meaning of this Act. Nothing in this Act contained 
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pTinll be construed to prohibit such notes, drafts, and bills of exchange, secured 
by stable agricultural products, or other goods, wares, or merchandise from 
being eligible for such discount; but such definition shall not include notes, 
drafts, or b ills covering merely investments or issued or drawn for the purpose 
of carrying or trading in stocks, bonds, or other investment securities, except 
bonds and notes of the Government of the United States. Notes, drafts, and 
b ills admitted to discount under the terms of this paragraph must have a 
maturity at the time of discoimt of not more than ninety days: Provided, That 
notes, drafts, and bills drawn or issued for agricultural purposes or based on 
live stock and having a maturity of not exceeding six months may be dis- 
counted in an amount to be limited to a percentage of the capital of the Fed- 
eral reserve bank, to be ascertained and fixed by the Federal Reserve Board. 

Any Federal reserve bank may discount acceptances which are based on the 
" importation or exportation of goods and which have a maturity at time of 
discount of not more than three months, and indorsed by at least one member 
bank. The amount of acceptances so discounted shall at no time exceed one 
half the paid-up capital stock and surplus of the bank for which the redis- 
counts are made. 

The aggregate of such notes and bills bearing the signature or indorsement 
of any one person, company, firm, or corporation rediscounted for any one 
bank shall at no time exceed ten per centum of the unimpaired capital and 
siuplus of said bank but this restriction shall not apply to the discount of biUs 
of exchange drawn in good faith against actually existing values. 

Any member bank may accept drafts or bills of exchange drawn upon it and 
growing out of transactions involving the importation or exportation of goods 
and having not more than six months sight to run; but no bank shall accept 
such bills to an amount equal at any time in the aggregate to more than one 
half its paid-up capital stock and surplus. 

Leaving for later consideration the various important modifications in 
this part of the Federal Reserve Act, we may note the meaning and pur- 
pose of the provisions just quoted, assuming no greater degree of familiar- 
ity with banking terms and operations on the part of the reader than he 
may have gained by reading earlier chapters of this book. The terms 
“drafts” and “bills of exchange” as used in the act are synonymous, 
both terms being used in the tautological way typical of legal phraseol- 
ogy. The term “notes” means promissory notes. “Discount” means, 
in effect, to buy at a discount representing the current rate of discount or 
interest from the date of purchase of the note or draft in question to its 
date of maturity. The term “rediscount” refers to the discounting of 
paper which has previously been discounted. A member bank, for in- 
stance, discounts its customer’s note, and then offers the note to its re- 
serve bank to be rediscounted. From the point of view of the reserve 
bank, however, this operation is considered merely a discount; it is only 
from the point of view of the member bank that it represents a redis- 
count. By endorsing its customer’s notes which it rediscounts with the 
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federal reserve bank, as required, the member bank, of course, makes it- 
self liable for payment of the note to the reserve bank if the customer 
himself defaults. Except for this contingent liability the rediscount 
might be considered a sale pure and simple. The member bank is, how- 
ever, held to be in debt to the reserve bank by the amount of such notes 
discounted for it by the reserve banks until they are paid. 

The phrase “with a waiver of demand, notice, and protest,” found in 
the foregomg quotation from the law, represented merely a legal pre- 
caution designed to save the reserve banks the trouble of meeting cer- 
tain legal formalities as a condition of holdmg the member banks liable 
for payment of notes endorsed and rediscounted by them. 

It may be observed that, while the provisions of the Federal Reserve 
Act quoted here were based on the assumption that the reserve bank dis- 
counting operations could in a measure be retained within safe channels 
by laying down limitations on the type of paper discounted, the Federal 
Reserve Board was given the right to determine or define the paper eli- 
gible for discount within the limitations laid down by law. It cannot be 
said, therefore, that the framers of the law had unlimited faith in the 
power of legal phraseology to create a good banking system without re- 
gard to the judgment and discretion of the banking ofiicials. Neverthe- 
less, the laivmakers did rely, as previously indicated, too largely upon 
the power of words to cause reserve bank credit to flow only in safe 
channels of short-term commercial loans, and not to overflow these chan- 
nels into the wide bottom lands and swamps of capital investment and 
speculation, there to become dissipated, stagnant, or frozen. Having 
this undue faith in the power of legal provisions aided by discretion on 
the part of banking officials to keep reserve bank credit in its proper 
channels, the framers of the law omitted to take the safer and sounder 
precaution of limiting the quantity of such credit to an amount which 
might be calculated not to permit wild orgies of speculation in real estate 
and securities. 

8. Terminology as a Governor op Sound Banking Practice 

In respect to the faith in terminology as a governor of sound banking 
practice we may note that there was some argument m 1913 as to whether 
reserve banks should be peimitted to rediscount for member banks 
the ordinary promissory notes which the latter had discounted for their 
own customers, despite the fact that such promissory notes had for a 
hah-century been the most common credit instrument used in the United 
States in making short-term bank loans for agricultural, industrial, or 
commercial purposes. It was held in some quarters that such notes gave 
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no evidence in their form that the proceeds were to be used or had been 
used for such purposes — the borrowers might have obtained the loan to 
buy an automobile, to invest in real estate, or to speculate in stocks. 
Trade acceptances and bankers’ acceptances, it was held in these quar- 
ters, offered a much sounder basis of e.\tension of reserve bank credit be- 
cause, it was argued, they bore upon their face evidence of actual business 
transactions which would presumably in the process of a short time pro- 
vide the funds out of which the loan might be liquidated. 

The reader will recall, from our discussion of domestic exchange in an 
earlier chapter, that the trade acceptance is a commercial draft drawn by 
the seller of goods against the buyer and accepted by the latter. When 
drawn and accepted in legitimate transactions, it represents the obliga- 
tion to pay, usually within a few months, of both the buyer and seller, 
but primarily of the buyer, who may reasonably be expected to meet 
payment out of the money to be received in a short time for the goods 
which he has bought to be sold at a profit. Manifestly, if the trade ac- 
ceptance were of such a nature that it could not be created except in 
this legitimate way, it would be a better credit instrument than a promis- 
sory note which might represent merely an accommodation loan or a 
speculative venture. But in practice a trade acceptance may be created in 
quite other ways. It may be used, for example, by a seller trying to in- 
duce a reluctant buyer to pay a past-due account, when the buyer has 
long since sold the goods represented by the account and dissipated the 
proceeds. Even worse, the trade acceptance may be created for the pur- 
pose of perpetrating outright frauds, and will be so used if the banks ex- 
hibit naive faith in the power of mere form of the credit instrument to in- 
sure payment and fail to make the necessary careful examination into 
the good faith and ability of both the drawer and acceptor. When, how- 
ever, such an examination is made, the trade acceptance may offer ad- 
vantages over the promissory note signed only by the seller or buyer, 
with perhaps an accommodation endorsement to permit it to pass as two- 
name paper. It does represent on its face more clearly the purpose for 
which drawn than does the promissory note, and offers the bank dis- 
counting it a better opportunity to check up on the alleged transac- 
tion if it desires to do so. Nevertheless, what the b^iDk needs to 
observe most carefully is the financial position and business reputa- 
tion of the makers of the promise rather than merely the form in 
which the promise is made. 

Whether or not the trade acceptance has any inherent points of supe- 
riority over the promissory note, its advocates argued strongly in its favor, 
and maintained for some time before and after the establishment of the 
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Federal Reserve System a persistent propaganda in its favor. While 
they did not succeed in barring the promissory note from the re- 
discount privilege at the reserve banks, they did manage to obtain 
for the trade acceptance a favored position in the law, and to secure 
special consideration for it from the Federal Reserve Board after the 
law was in operation. 



Chapter XXI 

FUNCTIONS OF THE FEDERAL RESERVE SYSTEM {continued) 

1. The Trade Acceptance Under the Federal Reserve System 

Although the trade acceptance, as such, was not specifically mentioned 
in the Federal Reserve Act, it was covered by the term "drafts, or bills of 
exchange,” and, by virtue of this fact, favored along ivith bankers’ ac- 
ceptances over the promissory note m this respect: Drafts and bills of ex- 
change may not only be discounted for member banks at their request, 
but may also be bought by the federal reserve banks in the open-market 
operations presently to be discussed, a privilege denied to promissory 
notes. 

It happened, however, that while both types of acceptances were given 
preferential treatment in the Federal Reserve Act of 1913 in respect to 
open-market operations of the reserve banks, neither of these credit in- 
struments had been widely used in the United States at the time the Fed- 
eral Reserve System was established. The main reason why trade ac- 
ceptances had not been ividely used was that American business men had 
preferred to use the promissory note in financing current business opera- 
tions. Short-term credit transactions m the Umted States had customa- 
rily been financed as follows: 

Wholesalers and manufacturers sold goods to their customers on the 
basis of a nominal price named m the invoice, to be paid in full within 
sixty or ninety days, but subject to a discount of two per cent or more 
for cash, which meant ordinarily payment by check within ten days from 
receipt of the mvoice by the buyer. Under these conditions no trade ac- 
ceptances would come into existence — the time of payment and the 
amount of payment both being uncertain, a negotiable draft could not be 
drawn. Instead of drawing a draft against the buyer, the seller charged 
the amount on open book account against the buyer. If the latter elected 
to take advantage of the cash discount, which he usually did if in sound 
financial condition, he borrowed the amount required, if he had insuffi- 
cient funds of his own, from his local bank, the cost of this loan being 
considerably less than the amount of discount offered for cash payment. 

As for the commercial banks, they had no great incentive to encourage 
the use of the trade acceptance. There was no broad rediscount market 
for trade acceptances under the National Banking System any more 
than for promissory notes. The discounting bank ordinarily held either 
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type of paper until maturity. There was no central bank which would 
discount these credit instruments for commercial banks, and for any banlc 
to attempt to discount them with other banks was considered a sign of 
financial weakness to be avoided except in serious emergencies. For sec- 
ondary reserves to be utihzed as a source of ready cash, the banks pre- 
ferred call loans and bonds listed on the New York Stock Exchange. 

After the establishment of the Federal Reserve System, the Federal 
Reserve Board, impressed with the arguments of the trade acceptance 
devotees, took steps to secure a wider use of this form of paper by grant- 
ing for some time a lower rate of discount at the federal reserve banks on 
trade acceptances than on promissory notes. To enjoy this special favor 
the trade acceptances had to meet special qualifications, particularly the 
qualification that they be dra\vn on account of indebtedness created by 
the transfer of goods and for no other reason. 

Despite the arguments favoring the use of the trade acceptance broad- 
cast over the land by the National Acceptance Council, an organization 
formed for this special purpose, and the encouragement e.xtended by the 
Federal Reserve Act and the Federal Reserve Board, the trade accept- 
ance has failed to develop into an important part of our financial system, 
but has remained a puny, shrinking thing, like a young tree uprooted 
from its natural habitat and planted in alien soil and hostile climate, 
where it has failed to take root properly and thrive. At the end of 1931, 
for example, the total amount of trade acceptances held by the federal 
reserve banks amounted to only $2,355,000 out of a total of discounted 
bills held of $638,293,000. The latter figure does not include bills bought 
in the open market, held by the reserve banks, amounting to $338,687,- 
000, and including no trade acceptances at all. That is to say, trade ao- 
ceptances constituted less than one quarter of one per cent of all bills 
held by reserve banks at this time, whether discotmted for member banks 
or bought in the open market. So this infant, born in 1914, though 
spoon-fed and cradled mth care for seventeen years, in 1931 still re- 
mained a midget. 

This result is the more striking when it is considered in connection with 
the fact that the law lays no restriction either upon the amount of trade 
acceptances which a member bank may discount for any one customer 
nor upon the amount of acceptances discounted for any one customer 
which it may rediscount at its reserve bank, provided these trade accept- 
ances are bona fide bills of e.xchange drawn against actually existing 
values, or business paper actually owned by the person, firm, or corpora- 
tion negotiating the same. Such trade acceptances fall outside the gen- 
eral restriction of the law which limits the total amount of advances by 
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any member bank to any one person, firm, or corporation to an amount 
not exceeding ten per cent of the capital stock and surplus of the bank, 
and places the same limit upon the amount of such paper bearing the 
signature or endorsement of any one person, firm, or corporation which a 
member bank may rediscount at its reserve bank. 

2. The Bajtkeks’ Acceptance Before 1913 

The bankers’ acceptance, like the trade acceptance, was given a pref- 
erential position over promissory notes by the Federal Reserve Act, and 
with better reason and more encouraging results. The bankers’ accept- 
ance, the reader will recall, is a time draft drawn on a bank by a person, 
firm, or corporation other than a bank, and accepted by the bank on which 
drawn. It thus becomes the obligation of the accepting bank, and if 
this is a reputable institution, the acceptance is entitled to a high credit 
rating, and this it enjoys in banking communities which have grown ac- 
customed to its use. Unlike the trade acceptance, the bankers’ accept- 
ance is clearly a higher type of credit instrument than the promissory 
note, for the same reason that a bank draft, or a certified check, is more 
highly rated than an ordinary personal check. 

Before the establishment of the Federal Reserve System the develop- 
ment of the bankers’ acceptance in the United States was hampered, not 
merely by the indifference of the business and banking community and 
the lack of a broad rediscount market, but by positive prohibitions of 
its use foxmd in the banking laws. Under the National Banking Sys- 
tem national banks were not permitted to accept drafts. This power 
was withheld from them because it was believed that bankers’ accept- 
ances opened the way to unsound expansion of bank credit, and there was 
justification for this point of view. The reader should perhaps be re- 
minded that the bankers’ acceptance represents a method of extending 
bank credit which does not directly affect the accepting bank’s reserve 
ratio, as does the discounting of a customer’s promissory note or the pur- 
chase of a trade acceptance. The customer draws a draft against his 
bank, due, let us say, in ninety days, which the bank accepts, and thus 
guarantees to pay at maturity. But this draft, or acceptance, is then or- 
dinarily sold to a dealer or to some other bank, and the proceeds turned 
over directly or indirectly to the drawer of the draft. The accepting 
bank neither advances any funds of its own nor of necessity increases its 
own deposit liabilities. Hence its reserve ratio is not affected by the 
operation. On or before the date of maturity of the acceptance the cus- 
tomer provides the bank with the fimds with which to meet the payment 
due. In view of the fact that the safety of the National Banking System 
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was supposed to depend upon the rigid cash reserve provisions and the 
bond-secured note issues, both tending to prevent inflation, the pro- 
hibition of the use of the bankoi's' acceptance is easily understood. 

Some state banlis had the privilege of accepting ^afts before 1913, 
but since no broad market e.vistcd for acceptances, they found com- 
paratively little advantage in making use of this privilege. The scant 
use made of banlccrs’ acceptances in the United States was in marked 
contrast to the extensive use of tliis type of paper in England and other 
foreign countries. In our chapter on central banks it was pointed out 
how useful the British found bankers’ acceptances both in providing a 
sound type of secondary reserves for the banks and in promoting foreign 
trade. When the Federal Reserve Act was being drafted, a strong feel- 
ing existed in influential quarters that provision should be made under 
the new law for the development of the bankers’ acceptance in the United 
States, to servo the same useful purposes that it had long served in Euro- 
pean banking systems. It was believed that it would prove to be partic- 
ularly useful in our foreign trade relations. 

3. Tue Baniceus’ Accept^vncb and Foreign Trade ■ 

In financing our domestic trade our business men had not felt keenly 
the need of cither the trade acceptance or of the bankers’ acceptance, for 
the reason, already pointed out, that current short-term financing was 
customarily provided for by means of the promissory note representing a 
loan from the buyer’s local bank. But it was otherwise with foreign 
trade. There were many importers who desired to import raw materials 
and other goods on credit conditions permitting the goods to be pro- 
cessed or resold before actual payment in cash had to be made. - But 
normally exporters in such countries as Argentina, Brazil, China, and 
Japan did not care to e.xtend credit on long terms to American importersy 
with no better security than the American importer’s promissory note; 
What the foreign exporters wanted was either cash or a bank acceptance 
drawn on a reputable bank winch they could discount at their local 
banka without trouble or delay. Since our banlrs generally had no power 
to accept such drafts, and since there was no broad market for them in 
the United States even when accepted, these foreign trade transactions 
before 1913 had normally been financed through the agency of British 
banks and acceptance houses. 

An American importer, instead of arranging with a New York bank to 
accept drafts drawn against it by the exporter concerned, was compelled 
to have his bank make such an arrangement with its London correspond- 
ent bank. While this method was fairly satisfactory, it was open to two 
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important objections. In the first place, the importer had to pay a 
commission both to his oivn bank and to the London accepting bank. 
In the second place, he obligated himself, by his contract, to pay a speci- 
fied sum when the draft matured, not in dollars to his local bank, but in 
pounds sterling to the London bank. In short, he had to be prepared to 
purchase a draft on London at the rate of exchange that prevailed when 
the draft matured, and should the rate on London have been higher than 
he expected it to be, the cost of his draft would have been correspond- 
ingly increased. Naturally he might at times have been favored by a 
downward swing in sterling exchange, but it was a burden, nevertheless, 
to be compelled to assume the risks of exchange fluctuations. He could, 
of course, have resorted to hedging operations in sterling e.xchange, but 
this would have involved additional expense. 

A Rimilnr situation existed in respect to our export trade. An Amer- 
ican manizfacturer exporting a shipment of goods to Argentina, for ex- 
ample, might have drawn a draft against the buyer as a means of obtain- 
ing payment. But this draft, to meet the needs of the importer, had to 
be drawn with a maturity of perhaps six months, and it was difficult to 
find a buyer for it, even though it was accepted by the foreign importer 
and thus turned into a trade acceptance. If, however, the American 
banks were given the privilege of accepting drafts, the exporter's local 
bank might accept his draft drawn against it, on condition that he w’ould 
turn over to it for collection the draft, with bill of lading and other ship- 
ping papers attached, which he had drawn against the foreign buyer. 
Under this arrangement the American exporter could obtain cash at once 
for his goods by discounting his bankers’ acceptance in the open market, 
while his bank would be protected by its possession of the documented 
draft drawn against the foreign buyer, and the latter would obtain the 
necessary extension of credit permitting him properly to finance his bus- 
mess. 


4; Eestoictions oh the Use op Bankers’ Acceptances 

A real need existed, therefore, for the development of the bankers' ac- 
ceptance as a part of our banking mechanism, and certain provisions of the 
Federal Eeserve Act undertook to meet this need. But because the fear 
of inflation through the medium of bankers’ acceptances remained, the 
accepting of drafts by member banks of the Federal Reserve System and 
their discount by federal reserve banks was narrowly restricted in the 
Federal Reserve Act as enacted in 1913. The nature of the restrictions 
imposed is indicated by the following paragraphs relating to bankers’ ac- 
ceptances quoted from the law of 1913: 
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Any member bank may accept drafts or bills of exchange drawn upon it 
and growing out of transactions involving the importation or exportation of 
goods and having not more than sLx months sight to run; but no bank shall 
accept such bills to an amount equal at any time in the aggregate to more than 
one half its paid-up capital stock and surplus. 

Any Federal reserve bank may discount acceptances which are based on the 
importation or exportation of goods and which have a maturity at time of dis- 
count of not more than tiuree montlis, and indorsed by at least one member 
bank. The amount of acceptances so discounted shall at no time exceed one 
half the paid-up capital stock and surplus of the bank for wliich the redis- 
counts are made. 

The foregoing provisions of Section 13 of the Federal Reserve Act 
guarded against undue expansion of bank credit through bank accept- 
ances in two ways. First, they restricted the^use of bank acceptances to 
foreign trade operations, and secondly, they restricted the amount of 
drafts that might be accepted by and discounted for a member bank of 
the Federal Reserve System to an amount equal to one half of its capital 
stock and surplus, a small fraction, it may be noted, of the total amount 
of loans a bank may conservatively make in the form of deposits subject 
to check. Aside from the fear of possible inflation through the unre- 
stricted privilege of accepting drafts, there was a desire on the part of 
the authorities to proceed slowly mth the development of this new type 
of paper, and to encourage its use only by the strongest banks in the 
system, which naturally included the large banks engaged in financing 
foreign trade. 

By amendments to the law during the period 1915 to 1917, these re- 
strictions were in part removed, so that after June 21, 1917, member 
banks might be authorized by the Federal Reserve Board to accept 
drafts up to one hundred per cent of their capital and surplus, and one 
half of this amount of bills might be based on domestic transactions. 
The law permitted member banks to accept drafts and bills growing out 
of four kinds of operations, as follows: 

1. Transactions involving the importation or exportation of goods (origi- 
nally pennitted). 

2. ikansactions involving the domestic shipment of goods, provided that 
shipping documents conveying or'securing title to the goods were attached at 
the time of acceptance. 

3. Transactions involving the storage in warehouses of readily marketable 
staples, provided that warehouse receipts or other such documents conveying 
or securing title were attached to the drafts at the time of acceptance. 

4. Transactions designed to furnish dollar exchange by the drawing of 
drafts by banks or bankers in foreign countries or dependencies of the United 
States. 
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Of these four types of transactions the first has already been discussed. 
In the case of the second type it is obvious that it would often be conven- 
ient to a domestic shipper of goods to draw against his local bank a draft 
which, when accepted by the latter, could be readily discounted at other 
banks. For one thing it would permit local banks to finance larger 
operations, in the crop-moving season, let us say, than they could finance 
by more direct advances of their owm funds. Drafts accepted in one 
section of the country could be discounted in other parts of the country, 
and the available supply of banking funds thus distributed more equally 
over all sections of the country, or more nearly in proportion to business 
needs. 

The power to accept drafts secured by warehouse receipts was in- 
tended to promote the orderly marketing of farm products, by permitting 
the owner to obtain temporary advances on such products stored in 
warehouses and thus to reduce the amount of necessitous selling at times 
when the market might be overburdened with supplies. 

The power to accept drafts drawn for the purpose of providing dollar 
exchange was designed primarily to provide bankers in certain foreign 
countries or dependencies of the United States vith balances in the 
United States against which they could draw dollar drafts to be supplied 
to their customers who had pajrments to make in the United States. This 
power was to be e.xereised under the supervision of the Federal Reserve 
Board, and the operations confined to localities where trade conditions 
make it specially desirable. Incidentally it tended to make the dollar a 
more popular means of international payment, and in some measure pro- 
moted American trade. 

The rather broad powers of accepting drafts thus given to member 
banks under the law as amended, the power conferred upon the reserve 
banks to discovmt these acceptances for member banks and to buy them 
in the open market from member banks and other banking institutions, 
- and the real purposes served by this type of paper, all tended to make 
the bankers’ acceptance a popular form of commercial paper, and it has 
come into wide use in the United States. The policy of the Federal Re- 
serve Board has been to favor it with low rates of discoimt, not only be- 
low' the rate of discount charged to their customers by member banks, 
but also below the reserve banks’ rate of discount on promissory notes 
discounted or rediscounted for member banks. Because of the danger 
of abuse and overexpansion of this type of credit instrument, favored by 
its low discount rate, the limit on the total quantity of bills which may 
be accepted by member banks remains at one himdred per cent of their 
capital and surplus. But as in the case of the amount of trade acceptances 
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which may be discounted, the amount of drafts which may be accepted 
by a member bank for any one person, firm, or corporation is not limited 
to ten per cent of its capital and surplus when the bank is secured by at- 
tached documents or some other security growing out of the same trans- 
action as the acceptance. 

How widely the bankers’ acceptances have been used in recent years 
in the United States is indicated by the fact that the minimum amount 
outstanding at the end of any month in the seven years, 1925 to 1931 in- 
clusive, was $555,000,000 at the end of August, 1925, and the maximum 
amount was $1,732,000,000, at the end of December, 1929. In every 
month from November, 1927, to November, 1931, the amount outstand- 
ing exceeded one billion dollars. 

More of the banlcers’ acceptances outstanding have been based on im- 
ports or exports of goods than on domestic shipments and goods stored 
in warehouses in the United States. Comparatively few have been 
based on operations creating dollar exchange. The federal reserve banks 
have tended to hold a substantial proportion of all bankers’ acceptances 
outstanding in the United States. At the end of December, 1931, for e.x- 
ample, they held $555,879,000, out of a total outstanding of $974,059,- 

000. What proportion of the total they hold depends upon credit con- 
ditions and credit policies of the reserve banks, which will be discussed 
later. 


5. OPEN-MiUlKET OPEmVTIONS 

Section 13 of the Federal Reserve Act made ample provision for ad- 
vances of reserve bank funds to member banks through the discounting 
of notes, trade acceptances, and banlcers’ acceptances as described in 
preceding pages. Section 14, entitled, “Open-Market Operations,’’ 
broadened the powei-s of the reserve banks by permitting them to deal, 
not only ndth member banks but also with non-member banks and bank- 
ing institutions, with foreign banks, and mth the Government. More 
particularly. Section 14 authorized the reserve banks to engage in the 
following operations: 

1. To buy and sell in the open market, at home and abroad, cable transfers, 
bankers’ acceptances, and bills of exchange (including trade acceptances) of 
the kinds and maturities eligible for discount under Section 13, as previously 
described. 

2. To buy and sell, at home and abroad, gold coin and bulh'on. 

3. To buy and sell, at home and abroad, bonds and notes of the United 
States, and bills, notes and warrants, with a maturity not exceeding six 
months, issued by states and municipalities of the United States in anticipa- 
tion of receipts of revenue. 
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These open-market operations were expected to achieve several im- 
portant purposes. They would enable the reserve banks to iind profit- 
able uses for funds not employed in making advances to member banks 
under the discounting provisions of Section 13, and thus to cover their 
necessary e.xpenses of operations when the demand for discounts by 
member banlvs was small. This was considered politically expedient be- 
cause it would prevent the federal reserve banks from becoming a charge 
upon the Government, and it would prevent dissatisfaction on the part 
of member banks if the capital they had been compelled to invest in the 
reserve banks did not earn at least the faur return of sLx per cent per- 
mitted by law. 

The power given to the reserve banks to buy and sell bankers' accept- 
ances and trade acceptances in the open market would permit them to 
take an active part in developing a market for these two classes of paper, 
and thereby make them more popular instruments of mvestment among 
the commercial banks, both member and non-member banks. As we 
have seen, however, only the bankers’ acceptance actually became 
popular, the trade acceptance failing to thrive because it served no im- 
portant purpose. 

6. Credit Control Through Open-Market Operations 

Finally, the open-market operations were expected to give the reserve 
banks more effective control over expansion and contraction of credit 
than they could exercise merely through discounting for member banks 
at the latter’s request. In open-market operations the reserve banks 
may take the initiative; in the discounting operations under Section 13, 
they cannot take the initiative, but must await action by the member 
banks. The full possibilities as well as the limitations of credit control 
through the open-market operations were probably not clearly under- 
stood at the time the law was enacted in 1913, but, briefly stated, this 
control can be made effective as follows: 

If the member banks are inclined to extend too much credit to their 
customers, and to invest too heavily in securities on their own account, 
and thereby threaten to inflate credit unduly, the reserve banks may sell 
on the open market government securities or bankers’ acceptances pre- 
viously acquired. The buyers of these securities or acceptances will or- 
dmarfly make payment by drawing checks against their bank accounts 
payable to the reserve banks. In the case of member banks this at once 
tends to reduce their “cash reserve’’ deposits with the reserve banks, 
and when these fall below the legal minimum they have to be replenished 
either by borrowing from the reserve banks or by deposit of funds drawn 
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from other sources. If the member banks turn to the reserve banks for 
loans, the reserve banks may raise their rediscount rate so high as to' 
make borrowing so costly to the member banks as to cause them in some 
measure to reduce such borrowing, and to strengthen their own position 
by calling loans or liquidating investments. 

In this connection a fallacious view has gained more or less credence, 
namely, that the reserve banlts must raise the discount rate very high to 
discourage borrowing by member banks. This erroneous view is based 
upon the fact that loans made in the form of deposits subject to check in 
the reserve banks' may be counted as cash reserves by the member banks. 
Since the minimum reserve ratio of the member banlcs on the average is 
only 10 per cent on demand deposits, it is held that for every loan of $1 
that a member bank obtains in the form of deposit in its reserve bank, it 
may make a loan of $10 in the form of a deposit subject to check to its 
own customer. On this basis, if the member bank charged its customers 
a rate of 6 per cent on their loans it could afford to pay as high as 60 per 
cent on its own advances from the reserve bank before these loans be- 
came unprofitable. Obviously, however, any member bank which acted 
upon this sort of reasoning and proceeded to e.xpand its own loans on 
this tenfold basis would quickly e.\iaust its reserves at the reserve bank 
altogether, unless all other banks in the system were e.xpanding their 
loans and investments at the same reckless pace on the average. 

In actual practice every bank, if conservatively managed, must act on 
the assumption that any particular loan it advances to its customers in 
the form of a deposit subject to check ^vill tend to result promptly in the 
loss of appro.ximately that amount of cash directly or indirectly through 
unfavorable balances at the local clearing-house or the federal reserve 
bank. It cannot act safely on the assumption that other banks will ex- 
pand loans sufficiently to increase its own deposits by an offsetting 
amount. When once its reserves at the reserve bank are donm to the 
minimum, a member bank must consider that it will be compelled to bor- 
row one dollar at the reserve bank for every additional dollar it lends to 
its own customers, although, of course, if it could count confidently upon 
other banks proceeding with loan expansion at a rapid pace, this result 
would not follow. It is unnecessary to develop the reasoning on this 
point further, since it involves the principles of loan expansion discussed 
at length in an earlier chapter. It will suffice to point to the conclusion 
indicated, namely, that a rediscount rate as high as the member bank’s 
own rate of discount is normally sufficient to discourage further expan- 
sion necessitating advances from the reserve bank. 

A tradition which has developed, not without encouragement from 
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without aid from the reserve banks, and unless the reserve banks have 
large quantities of government securities and acceptances on hand, they 
are powerless to check such expansion by open-market operations. As 
we shall see in the following chapter this condition actually developed 
early in the history of the Federal Reserve System. 

Again, although the reserve banks can inject currency into circulation 
and increase the excess reserves of the member banks by buying securities 
and acceptances in the open market, they cannot by this means do more 
than encourage or make possible expansion of member bank loans and 
investments. They cannot force the member banks to lend and invest 
nor their customers to borrow. Neither individuals nor banks will bor- 
row to invest or speculate willingly in a falling market. When prices 
tend to rise and the desire to expand business operations and to invest 
and speculate exists, open-market operations may be used effectively to 
further such desires; when prices tend to fall and neither banks nor in- 
dividuals want to expand operations, easy money conditions and e.xces- 
sive bank reserves may be powerless to stop the' decline' in prices or to 
generate business, investment, or speculative activity. During the de- 
pression of 1930-1933, ample evidence accumulated to support this pes^ 
simistic conclusion. 

Aside from the control exercised over credit expansion and contraction, 
with the limitations just noted, open-market operations may be used by 
the reserve banks for the purpose of bringing about some degree of uni- 
formity in the bank discount rate over the country as a whole, particu- 
larly if differences in such rates e.xist, not because of differences in risks 
or costs of service, but merely because of differences in the relative abun- 
dance of banking resources. If, for example, the local bank discount rate 
in some southern or western state is considered too high relatively to the 
rates charged in other parts of the country — risk and costs of service 
being considered — the reserve banks may enter the money market in 
that section through their open-market operations, and, by offering to 
buy good paper based on agricultural, commercial, or industrial activ- 
ities in that section, increase the local supply of funds and thus force down 
the rate of interest by entering into direct competition with the com- 
mercial banks. Obviously, some equalizing power might be supposed to 
be exercised by the reserve banks through their discounting operations 
under Section 13. But the mere fact that a reserve bank in the West or 
South offered to discount paper for member banks at a low rate would 
not necessarily induce the member banks to pass the benefit of the low 
rate on to their own customers. 

Unfortunately, the reserve system has not functioned very effectively 
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in reducing the cost of loans to farmers and others in the West and 
South, and the reason has probably been that the high rates paid have 
represented largely conipens-ition for risk and the labor costs of making 
loans in small amounts by more or less ineflicicnt country banks. The 
remedi' here seems to he in more efficient local banking practices and 
better secured loans rather than in low rates on open-market operations 
of the reserv’e banks. What the fanner really needs is not more credit 
and more debts on c.isicr conditions, but such a relation between price 
and costs of production that he will need less credit to cover the differ- 
ence between expenses and the value of his product. Bad banking con- 
ditions are a result more than a cause of his economic difficulties. 

8. CoNTKOL OvEIl lilPOnTs .VND EXPOIITS OK GoLD 

Finally, we must consider the open-market operations of the reserve 
banks in their relation to the international flow of gold. Having the 
power to buy gold and acceptances at home and abroad, the reserx'e 
banks can exercise verj' directly a control over the actual international 
flow of gold by accumulating balances of gold abroad, or by accumulat- 
ing bills drawn on foreign countries which they may throw on the market 
when c.\change rates move against the United States.* Indirectly they 
can e.xercise a more fundamental and important control over gold move- 
ments through their control over discount rates and commodity prices. 
If the reserve banks, acting in concert under the supervision of the Fed- 
eral Reserve Board, make the reserx'e banks’ discount rate and open- 
market rate the effective rate for the country, and if thia rate is below 
similar rates in foreign countries, it will tend to stimulate e.xports of 
gold, since money tends to go where the higher yield may be obtained. 
If the domestic discoimt rate is raised above the foreign rates, gold will, 
on the contrarj--, tend to flow into the countrjx Thus, control over the 
discoimt rate gives a rather direct control over gold imports and e.xports. 

Less directly an even more important effect m^y be produced. If the 
high discount rate, and consequent restriction of bank credit, forces 
some restriction of business actmty and hquidation of loans and invest- 
ments and lower commodity prices, it tends to increase exports and to de- 
crease imports, and thereby, through its effect on foreign exchange rates, 
tends to encourage imports of gold and to discourage exports of gold. 
A contrary result tends to flow from a lowering of the discount rate if 
conditions generally are favorable to an expansion of business and rising 
prices. 

■ Under the Gold Reserx a Act of January 30, 1934, to bo discussed in Chapter XXIX, 
the power of tho federal reserve banks to buy, hold, and transport gold w as niado subject 
to conditions prescribed by the Secretary of tho Treasury. 
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If, however, as previously indicated, expansion of credit should be 
permitted to generate, not more active business and higher commodity 
prices, but merely an orgy of speculation in securities and real estate, in- 
stead of developing an unfavorable balance of trade as the result of large 
imports of commodities, we may develop a favorable balance of trade as 
a result of the invisible exports of stock-market securities when foreigners 
yield to the lure of possible speculative profits on our market. Instead 
of an outflow of gold resulting from easy money and credit e.xpansion, 
we may then have an inflow as foreigners compete with our own specu- 
lators for a place on the speculative band-wagon. 

9. CLBAniNG-HotrsE Functions of the Fedekal Reserve Ststem 

In our chapter on Domestic Exchange have already been described in 
some detail the clearing-house operations of the federal reserve banks.* 
The reader will recall that under the system of clearing and collection de- 
veloped by the Federal Reserve System each reserve bank acts as a 
clearing-house for member banks of its district and for such non-member 
banks as elect to clear thi-ough the reserve bank, and maintain a deposit 
with the bank for this purpose. He will recall also that the gold-certif- 
icate settlement fund established at the United States Treasury, under 
the supervision of the Federal Reserve Board, provides the twelve re- 
serve banks with a clearing-house of their o^vn, through which the sums 
they owe one another may mutually be cancelled, and that through the 
functioning of this system clearing and collection of checks and drafts 
over the whole country has become an extraordinarily simple, efficient, 
and economical process. Our earlier discussion of this subject needs to 
be supplemented, however, in respect to some points not yet considered. 

It is obvious that the highest degree of efficiency in this system of 
clearing and collection of checks and drafts would be reached if all com- 
mercial banks in the country were member banks of the Federal Reserve 
System, and if all member banks not only sent in to their reserve banks 
for collection checks received on other banks, but promptly remitted at 
par for checks draivn upon themselves and returned to them for collec- 
tion by the reserve bank of their district. Under these ideal conditions 
any person in the United States receiving a check draivn on any bank 
in the country might deposit tins check to his account in his local bank, 
and either receive credit for the check at par at once, or credit deferred 
for such a period as were required for collection through the reserve bank. 
The local bank would then send the check to the reserve bank of its dis- 
trict to be credited to its own account, this credit to be deferred, however, 

^SoG pages 299-302. 
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until the reserve bank had had time to communicate with the drawee 
bank. In case the check turned out to be bad, credit would, of course, 
not be allowed. In the case of a good check, the drawee bank would re- 
mit to the reserve bank at par. Remitting at par means merely paying 
the check at par. Payment to the reserve bank might be made by the 
drawee bank in various ways — by authorizing the reserve bank to de- 
duct the amount from its reserve account, by a draft on this account, or 
by an acceptable draft on some other bank, or by shipment of federal re- 
serve notes or other actual cash. In the case of a check drawn on a mem- 
ber bank of one reserve bank, and deposited in a member bank of another 
reserve bank, the process of clearing would involve, as previously indi- 
cated, the dispatching of the check by the second reserve bank to the first, 
but othenvise the process would be the same as in the case of intra-dis- 
trict clearing and collection. 

Under these ideal conditions a check dranm on a bank in any part of 
the country would be just as good in any other part of the country as in 
the locality of the bank on which it had been drawn, e.xcept for the pos- 
sibility that the bank in which it had been deposited for credit might de- 
fer credit during the interval of collection — at the most, merely for a 
few days. The expense of collection would be so small that the banks 
would have no good e.xcuse for charging “exchange,” It must be borne 
in mind that very little cash would ever need to be transferred from one 
part of the country to another, either by the member banks or by the re- 
serve banks. A member bank would ordinarily receive in the course of 
an average day’s business as many checks to be sent to its reserve bank 
and credited to its account as the amount of checks charged against its 
account by the reserve bank and sent to it for collection. Unless it were 
banking beyond its means, it would have no persistent imfavorable bal- 
ance at the reserve bank — its clearing-house. As for balances to be 
settled among the reserve banks, the sums due to and from one another 
would tend largely to offset each other, and no large shipments would 
normally need to be made. 

10. The Par Collection Controversy 

This ideal state of affairs has, however, not been realized in full, al- 
though realization has been almost complete. In the first place, not all 
commercial banks have been able and willing to become members of the 
Federal Reserve System. And the provision made in the law permitting 
non-members bank to clear through the reserve banks has not appealed 
to all of them. Non-member banks, of course, have no serious objection 
*•0 sending checks on other banks to the reserve banks for collection, al- 
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though they may prefer in some cases to collect through other correspond- 
ent banks. What the non-member banks have objected to is the re- 
quirement that banks clearing through the reserve banks remit at par on 
checks returned to them by the reserve banks, and make no deduction 
for exchange. Many non-member banks — usually small country banks 
— have objected to remitting at par because exchange charges have 
constituted a substantial part of their income. Natmally, there were 
some member banks who likewise objected to remitting at par. So long 
as payment of checks at par was not made compulsory, it was not to be 
expected that all banks would make payment in full on checks presented 
to them through the mail by the reserve banks. 

This being so, the Federal Rcseiwe Board resorted to compulsion. 
After July, 1916, all member banks were required to pay at par all checks 
drawn upon them and presented to them through the federal reserve 
banks of their respective districts. Then, under the provisions of several 
amendments to the Federal Reserve Act, in 1916 and 1917, the Federal 
Reserve Board undertook to make payment of checks at par compulsory 
upon non-member banks as well as member banks. These amendments 
extended the privilege of clearing through the reserve banks to non- 
member banks, authorized each federal reserve bank to receive for col- 
lection from commercial banks and from other reserve banks checks or 
drafts on any bank in its district, and made it unlawful for any bank, 
whether member or non-member, to make exchange deductions on 
checks drawn against it and properly presented for payment by reserve 
banks. Receipt of checks drawn against it from the reserve banks by 
mail was to be considered equivalent to presentation of such checks at 
the counter of the drawee bank. 

Attempts of the reserve banks to put the system of compulsory col- 
lection at par into operation aroused a storm of protest among the banks 
in some of the Western and Southern States, and a struggle developed be- 
tween the reserve banks and non-member banks in these states similar 
to the struggle a century before between the Second Bank of the United 
States and the state banlcs — with the difference that then the state 
banks resented being compelled to redeem their notes at par, and now 
they resented being compelled to pay their checks at par. The banks 
refusing to remit at par by mail, the federal reserve banks employed 
agents to present large batches of checks across their counters. The 
state banks fought back and state legislatures passed laws authorizing 
state banlcs to charge exchange even on checks presented at their coun- 
ters when presented by agents of a federal reserve bank. The contro- 
versy was carried into the courts, and was finally fairly well cleared up by 



532 FUNCTIONS OF THE FEDERAL RESERVE SYSTEM 

decisions of the United States Supreme Court, the state banks winning 
at least a partial victory. The Supreme Court upheld the power of the 
reserve banks to collect at par from member banks without qualification, 
but it held that it was not permissible for the reserve banks to use coer- 
cive methods in compelling remittance at par by non-member banks.^ 
While, under the protection of this court decision, the non-member 
state banks might have evaded the responsibility of remitting at par on 
checks drawn against them, and thus have greatly reduced the usefulness 
of the Federal Reserve System, only a small proportion of them have 
chosen to assert their rights to charge exchange, and those who have 
done so consist for the most part of small country banks of no great im- 
portance in the aggregate. At the end of 1931 there were 16,427 banks 
on the federal reserve par list, which comprises all member banks and 
such non-member banks as have agreed to pay, without deduction of ex- 
change charges, such checks drawn upon them as are presented or for- 
warded for payment by the federal reserve banks. At the same time the 
number of banks not on the par list was only 3207, of which 1753 were 
located in the Southern and 1329 in the West-North-Central States and 
Wisconsin. In the Boston, New York, and Philadelphia districts all 
banks were on the par list. 

It should perhaps be added that, not only do not all non-member 
banks remit at par to reserve banks, but some banks in various parts of 
the country still make charges for exchange in other ways. Banks in 
Colorado, for e.\'ample, will not cash at par checks dra^vn on Eastern 
banks, when presented at their counter by other than customers. Some 
banks make a charge for New York drafts and for certification of checks. 
Such charges are essentially service charges and might as well be made to 
cover the expenses of any ordinary checking account, and more logically. 
They are not justified merely by the cost of transferring funds or main- 
taining deposits in other banks. The Banking Codes under considera- 
tion in 1934 include a variety of such service charges. 

11. The Reserve Banks .iAnd Government Funds 

In earlier chapters has been discussed the problem of handling govern- 
ment funds. The First and Second Banks of the United States served as 
fiscal agents of the United States Government, and in them the Govern- 
ment kept deposits. During the interval between the expiration of the 
charter of the First Bank in 1811, and the establishment of the Second 
Bank in 1816, and again for a time after the expiration of the charter of 
the Second Bank, the Government made some of the poorly regulated 

> Details of this par-eollectioa controversy will bo found in Spahr, The Clearina and Col- 
kclion of Checks: also in the ^InnuoZ Reports of the Federal Reserve Board. 
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state banks its fiscal agents. This turned out to be a very unwise ar- 
rangement. Government deposits became a football of politics, and 
political o.xpcdiency determined largely the choice of banks to serve as 
government depositories. The government funds were utilized by the 
depository banks as the basis of reckless speculation, and in time of 
crisis the banlcs suspended payment and left the Government without 
adequate funds. 

i\s a result of these troubles and in the absence of a strong central 
bank to serve as fiscal agent for the Government, the Independent Treas- 
ury System was established. Payments to the Government, instead of 
being paid into a bank, Mere made in cash directly to the Government, 
either at the Treasury in Washington or at various sub-treasuries estab- 
lished in other cities scattered over the country. Wliile tliis guaranteed 
the Government against loss, it had a bad effect on the banking system 
and on business. When government receipts e.xcecded c.\-penditurcs 
cash ivas drained out of circulation and the banks into the Government 
Treasury. When expenditures exceeded receipts, the cash was pumped 
out again into circulation. This ebb and flow of government funds out of 
and into the Treasury and sub-treasuries, and the consequent alternate 
expansion and contraction of the quantity of money in circulation, was a 
breeder of speculative excesses and financial crises, and was a prime 
cause of the suspension of specie payment by the banks early in the 
Civil War, as described in another chapter. After the Civil War some 
modification of the Independent Treasury System was made, and resort 
was had once more to a limited number of depository banks, again with 
unsatisfactory consequences. 

Under the Federal Reserve System the problem of what to do with 
government funds has been satisfactorily solved. The reserve banks 
have been made the chief depositories of United States funds, although 
national banks still retain some government deposits. The sub-treas- 
uries have been closed. The Government now makes and receives pay- 
ment by chock. When an individual, for example, pays his income tax, 
ho writes a check in favor of the United States Government, or its agent, 
and this check will be deposited with a federal reserve bank to the credit 
of the Government. If the drawee bank is a member bank, the amount 
will be deducted from its balance with the reserve bank. If the bank 
is not a member bank, the check mil be collected in the usual ivay, pre- 
viously described. Under this system, the operations of the Government 
do not expand or contract tlie available quantity of money in circulation 
or the amount of bank credit as a necessary result of differences in gov- 
ernment receipts and e.xpenditure3. If e.xcess receipts of the Govern- 
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meat drain funds out of the member banks into the reserve banks, by 
that very fact the reserve banks arc placed in a stronger position to ex- 
tend loans to member banks if loans arc required. 

12. SmnLvnY 

In the present and preceding chapter have been discussed the functions 
•nhich the Federal Reserve System, established under the Federal Re- 
serve Act of 1913, was designed to perform. These functions included 
the issue of b.ank notes under condilions permitting expansion and 
contraction of the currency in conformity to the requirements of bus- 
iness; the centralization and mobilization of ca.«h reserves in. the interest 
both of economy and efficiency; the establishment of a broad discount 
market for promissory notes, trade acceptances, and bankers’ accept- 
ances, to the end that member banks might the more readily e.vtend aid 
to their customers in time of need, and in time of crisis obtain aid for 
themselves through the conversion of secondary reserves into cash; cen- 
tralization of control over the money market through the medium of 
open-market operations as a means of checking or encouraging expan- 
sion of bank credit; centralization of control over the importation and 
exportation of gold as a result of centralized control over credit; the 
establishment of satisfactory relations bet\\een the Government and the 
banking system; and finally the development of a nation-wide system of 
clearing and collection of checks and drafts, economical and efficient. 

The structure and the functions of the banking system established 
\mder the Federal Reserve Act of 1913, on paper and in prospect, seemed 
excellent in most respects, although not perfect in all. There had been 
some compromises between sound banking theory and political expe- 
diency, but on the whole the creation of the Federal Reserve System was 
hailed by professional theorists in money and banking as a remarkable 
performance. The system was held to reflect credit upon its creators, and 
to give great promise of proving sound in practice and of reducing to a 
m i nimum the danger of future busmess crises and financial panics. In 
so far as our discussion of the performance of the system during its period 
of operation has proceeded up to this point, there is no occasion for pro- 
noimcing the high hopes entertained for the system at its inception as 
unjustified by the actual results. But so far we have been concerned 
mainly with a description of its structure and its functions as outlined by 
the law, and but little with the details of its operation. We have yet to 
consider how the Federal Reserve System Has performed in the all-im- 
portant matters of the control of bank credit and the maintenance of 
business and financial stability. 



Chapter XXn 

SETTING THE STAGE FOR INFL.VTION 

1, Sound Banicino Structurb and Sound Poucy 

If nothing liad been required for a good banking system in the United 
States except the creation of a central banking mcclianism endowed with 
requisite powers by the law, then avc should doubtless have enjoyed the 
benefits of a good banking system after the establishment of the Federal 
Reserve System in 1914. In structure and function as provided for by 
the Federal Reserve Act of 1913, our banking system left little to be 
desired except perhaps compulsory membersliip of state banks. Un- 
fortunately, however, a legal enumeration of the proper functions and 
powers of a central bank or a group of central banks does not represent 
the creation of a sound banking policy, and a sound banking policy is as 
necessary to a good banking system as a sound structure and adequate 
powers, llow' the reserve banks, under the supervision of the Reserve 
Board, use their powers and perfoun their functions represents their 
banking policy, and so far as the provisions of the law are concerned, tins 
policy may be good, or bad, or merely futile. 

It would bo a gracious and happy thing to say, now, that the policy of 
the Federal Reserve Board and of the federal reserve banka has been 
good, and that the banking system as a whole has been good since the 
new system was placed in operation, but it would not bo true. The 
truth is, that, while the Federal Reserve System has functioned admir- 
ably in some respects most of the time, and in most respects part of the 
time, on the whole and in the most fundamental respects it has been a 
flat failure. It has succeeded in the little things, such as the economical 
clearing and collection of checks, but it has failed in the enormously 
more important function of maintaining safe and sound banking opera- 
tions, and here it h.as failed more disastrously than the National Bank- 
ing System which it superseded. It has saved the country some tens of 
naillions of dollars in exchange charges, but it has cost the country some 
tens of billions of dollars by permitting in less than twenty yearn two 
disastrous periods of inflation necessitating as an inevitable result tivo 
periods of even more disastrous deflation. It has failed signally to meet 
the most important tests of a good banking system — safety, soundness, 
and stability. 

This chapter and the three following chapters will be devoted primarily 
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to an analysis of the causes and the results of the two cycles of inflation 
under the Federal Reserve System. If it could be shown that both of 
these periods of inflation, followed by the inevitable periods of deflation, 
grew out of the operation of forces beyond the control of the Federal 
Reserve Board and the federal reserve banks, then we might conclude, 
not that the banldng policies of the system were bad, but that the 
banking system had run afoul of such cataclysmic disturbances of 
world fcance that its great powers and sound policies were rendered 
ineffective in fending off disaster. We might then view with satis- 
faction the fact that we had salvaged something from the storm, 
point with pride to our banking system, and liken it to a good stout 
ship whose sound timbers and skillful navigators had brought it safely 
into port, albeit sadly tattered and torn by ^^'ind and wave, while 
other vessels, less soundly constructed and less skillfully handled, 
fovmdered at sea or crashed on the rocks. But there is ample evidence 
leading to the conclusion that the financial storms which have well- 
nigh wrecked our banldng system were in large measure brewed by 
the responsible banking ofiicials themselves. They sowed the wind, and 
they reaped the whuRvind. If we may carry our figure of speech 
farther, we may say that the captain and the mates were given a 
good staunch ship, e.xcept for a few weak timbers, and one capable of 
riding out a great storm without disastrous consequences. But the 
ofiflcers were careless and lax in discipline. They dispensed into.xicating 
liquors too freely, and they permitted members of the crew to smoke 
among open barrels of powder, and it was internal explosions and reck- 
less navigation and not the buffetings of wind and water that threatened 
to send the good ship to the bottom, and caused the loss of much of its 
cargo — thrown overboard in panic in the midst of the storm, to lighten 
the load. 

2. InitjATion Ltsuted Under the Nation.\l Banking SYSTiai 

In Chapter XX on the Functions of the Federal Reserve System it was 
pointed out that the note-issue and discount powers of the federal re- 
serve banks, together with the large funds placed under their control by 
the capital stock and cash reserve provisions of the Federal Reserve Act, 
give them tremendous capacity for inflation of the currency. It was also 
pointed out that the law undertook to limit somewhat their power un- 
duly to expand credit by provisions designed, not only to limit the total 
amount of credit they could extend, but also to restrict the purposes for 
wliich the credit was to be used. Despite these restrictions, however, the 
federal reserve banks, under the supervision of the Federal Reserve 
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Board, were left with powers to inflate the currency far beyond the 
bounds of safe and sound banking. The new system substituted for the 
limited power of inflation of the National Banking System almost vm- 
limited power; in large measure it substituted for rigid provisions of law 
the discretion of dominating officials of the Reseiwe Board and the re- 
serve banks. 

It will help the reader to a more complete understanding of this im- 
portant subject if we summarize here the reasoning presented in our 
chapter on the Limits of Loan Expansion, as follows: 

In a system of commercial banks, provided only that all banks expand 
loans at approximately an equal pace, loan expansion in the form of de- 
posits subject to check may proceed until total loans and deposits are 
many times the cash reserves held by the banlcs — how many times de- 
pending upon what is considered a safe minimum cash reserve ratio. If 
ten per cent is considered a safe reserve ratio in law and in practice, 
then deposits growing out of loans, or loans growing out of deposits, may 
become appro.ximately ten times as great as the amount of cash reserve 
held by the banks. 

It does not follow that for every dollar of cash reserves held in excess 
of the minimum of ten per cent the banks can e-xpand loans by the amount 
of ten dollars. If the expansion of loans involves increasing business 
activity, as it is likely to do, more cash \vill be required in circulation, and 
some part of the banks’ reserves will be drained out of the banks into 
general circulation, particularly in connection with payroll and retail 
trade transactions. Consequently, the reserve ratio will fall, not merely 
because deposits are becoming larger, but because actual cash reserves 
are becoming smaller. The power of expansion represented by a given 
amount of excess reserves depends, not only upon the reserve ratio, but 
also upon the customary ratio between cash in circulation and bank de- 
posits subject to check. 

If banks have the power to issue bank notes to meet the demand for 
additional cash in circulation when loans expand, they can prevent the 
drainage of cash into circulation by paying out bank notes instead. But 
upon the amount of notes issued for this or other purposes there must 
also be a hmit, either a limit imposed by law or by banking prudence, if 
eventual disaster in the form of suspension of specie payment is to be 
avoided. Experience has shown that banldng prudence cannot ordina- 
rily be depended upon to place safe limits upon note-issue expansion, and 
so commercial banlcs are given only limited note-issue power or are pro- 
hibited from issuing notes altogether. Even when central banks are 
established and given exclusive'power to issue notes, their powers in. this 
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respect are usually strictly limited. The lower the minimum reserve 
ratio is for commercial banks and the more freely these banks or their 
bankers’ banks may issue notes, to be placed in circulation in the place of 
other money, the greater becomes the power for inflation of bank credit 
in the banking system as a whole, n ith a given amount of cash reserves 
and a given ratio of cash required in circulation to bank deposits subject 
to check. 

Under our National Banking System as it existed just before the Fed- 
eral Reserve System was established, it ■will be recalled, country banks 
were required to keep as a minimum cash reserves amounting to 15 per 
cent of deposits, reserve city banks 25 per cent and central reserve city 
banks 25 per cent. But the country banks were permitted to redeposit 
three fifths of their required cash reserves in reserve city banks or central 
reserve city banks, and reserve city banks were permitted to deposit 
half of their required reserves in central reserve city banks. The follow- 
ing table shows the total reserves required by three national banks, 
one of each class, on the assumption that each of the three had deposits 
of 31,000,000. 

Cash Reseh'ves Reouired per §1,000,000 op Deposits Under the 
National Banking System 

Clojj of bask la its own >au]t In other bonks 

Countr>'baak S60,000 $90,000 

Reserve city bank. . . . 125,000 125,000 

Central reserve city bank. 250,000 0 

Total — three banks $435,000 $215,000 

Taking these three banks together, as representative of all banks of 
their class, their total true cash reserves were represented by the 8435,000 
of reserves held in their own vaults. The other 8215,000 of reserves were 
fictitious or largely so, for the reason that the 890,000 of reserves that 
could be deposited by the country bank in other banks might be in- 
cluded in the §125,000 of reserves held in its own vault by the reserve 
city bank, or in the 8250,000 of cash reserves held by the central reserve 
city bank. Similarly, the 8125,000 of reserves that could be deposited 
by the reserve city bank in other banks might be included in the §250,000 
cash reserve item of the central reserve city bank. Actual reserve 
statistics under the national Banking System bear out the conclusions 
just reached. Disregarding, then, the 8215,000 item as wholly or 
mainly fictitious, we have left as actual minimum cash reserves against 
the 33,000,000 of deposits of these three banks, §435,000, or 14,5 per 
cent. * 
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The total deposits of country banks were, however, substantially 
greater than the total deposits of the central reserve city banks, so that 
the average reserve requirements were actually lower than 14.5 — not 
far perhaps from 13 per cent. 

If we add to the minimum cash reserves required of the national banks 
the amount of money in actual circulation outside the banks per dollar 
of deposits subject to check, we have the basis of a calculation of the ex- 
pansion of bank credit permitted by a given amount of excess reserves 
held by national banks. The ratio between cash in actual circulation 
and demand deposits varies from time to time and is not accurately 
known for the double reason that neither the amount of money in circular 
tion nor the total amount of bank deposits actually subject to check and 
payable upon demand is known. It has been estimated, however, that 
during the later years of the National Banking System and the early 
years of the Federal Reserve System, there was in actual circulation out- 
side the banka about one dollar in cash for each six dollars of demand de- 
posits. 

On the basis of the 1 to 6 ratio, national banks, if they expanded loans 
and investments and deposits at an equal pace with all other commercial 
banks in the country, might e.xpect to lose cash into circulation at the rate 
of 16§- per cent of the amount of their increase in deposits. For every 
dollar of increase in deposits, therefore, they tended to use up approxi- 
mately 30 cents in excess cash reserves — 13 cents being required on the 
average for required cash reserve and l&J cents being drained into cir- 
culation. Potential deposit expansion at any given time was, therefore, 
for all the banks in the system, appro.ximately 3|- times the amount of 
excess cash reserves held. Additional cash reserves received from any 
source, as through imports of gold, or domestic gold production, tended 
to increase possible deposit expansion to the extent of 3-|- times the 
amount of additional reserves received. Loan and investment expan- 
sion might have been somewhat greater since the cash drained out of the 
banks into circulation might have been paid out in the form of cash loans. 

It is obvious from the foregoing calculations that under the National 
Banking System there was comparatively little power for inflation of 
bank credit except through enormous imports or domestic production of 
gold, large issues of bank notes or government paper money, or, of course, 
coinage of silver dollars. Even if expansion of the amount of money 
occurred in any of these ways, this expansion could be multiplied 
through the manufacture of bank credit but little more than three times. 
Even if we assumed a ratio of bank deposits to cash in circulation of 8 to 
1 instead of only 6 to 1, the potential e.xpansion of bank deposits would 
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have been only four times the expansion in the amount of money. That 
is to say, in this case, there would have been required for every dollar of 
additional deposits, 12i cents in circulation and 13 cents in cash reserve, 
or 2bh cents. 

Since by 1913, the last year of the National Banking System, green- 
backism and bimetallism had ceased to be a menace, there was little dan- 
ger of substantial e.xpansion of the currency except from imports of 
gold and bank-note issue. But the issue of bank notes was narrowly re- 
stricted, first by the ten per cent prohibitory tax on state bank notes, and, 
second, by the provisions of the law' compelling national banks to pur- 
chase United States bonds, bearing a low rate of interest and subject to a 
tax, to the full amount of the notes to be issued. Whatever may have 
been the defects of the National Banking System, the capacity for wild 
inflation of the currency was not among them. 

3. Actual Exp.vnsiox Under the National B.^nking Systeji; 

1900-1013 

The actual rate of expansion of bank deposits relatively to the increase 
in money in circulation and in bank reserves was considerably larger dur- 
ing the period 1900 to 1913 thtm the foregoing calculations indicated as 
a maximum. During tliis period the amount of money in circulation 
and in bank reserv'es increased from 82,081,231,000 to $3,418,692,000, 
an increase of $1,337,461,000, primarilj’’ as a result of a great increase 
in the supply of gold. During the same period deposits of national 
banks, state banks, and trust companies increased in the aggregate 
$7,863,000,000, or approximately six times the amount of the increase 
in money. 

The ratio of increase of 6 to 1, as compared w'ith our calculated max- 
imum of 4 to 1, can be accounted for by three factors not taken into con- 
sideration in our previous calculations. In the first place, much of this 
increase in bank deposits was represented by the growth of deposits of 
state banks and trust companies which on the average had lower cash re- 
serve requirements than the national banks. In the second place, during 
this period the use of checks instead of cash in making business payments 
was increasing, and the ratio of cash in circulation to the amount of bank 
deposits w.as declining, so that there might have been some expansion of 
bank deposits in the absence of any increase in the amount of money in 
circulation at all. Third, and perhaiis most important, .some part of this 
increase was represented by an increase in time deposits not subject to 
check. 

The increase in the amount of money in actual circulation and in bank 
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reserves of 64 per cent and the greater increase in bank deposits of 166 
per cent during this period resulted in an increase in the general level of 
prices of only about 33 per cent. This comparatively mild rise in prices 
is accounted for mainly by the rapid expansion in industrial production 
and the physical volume of trade. 

4. Sources op Inflation Under the Federal Reserve Act 

As against a normal potential expansion of credit by national banks of 
perhaps $4 for every dollar of excess cash reserves held or acquired under 
the National Banking System, there was made possible, under the Fea- 
eral Reserve System, an expansion of bank credit of at least $10 for every 
dollar of excess cash reserves held by the reserve banks under the original 
law and of at least $12 for every dollar of excess reserves held after the 
amendment relating to member bank reserves of June, 1917. It seems 
sometimes to be implied that the inflationary power of the Federal Re- 
serve System was derived from the war amendments, in the nature of 
emergency measures, which were later not repealed, but this is an 
erroneous impression. The inflationary power, although later increased, 
was inherent in the Federal Reserve System from the very start. The 
sources of it were four, as follows: 

1. The reduction in the cash reserve requirements of the member banks so 
that their actual and fictitious reserves combined were less than their mini- 
mum required actual cash reserves under the National Banking System. 

2. The concentration of the member banks' actual cash reserves, at first in 
part, but later wholly, in tho vaults of the reserve banks, together with the 
cash received from the member banlcs for subscriptions to the capital stock of 
the reserve banks. 

3. The note-issue power of the reserve banlcs, permitting them to issue banlc 
notes far in excess of the quantity of national bank notes under the old system. 

4. The power of the reserve banks to create fictitious “cash” reserves for 
member banlcs by the process of counting as such reserves deposits credited 
to the account of the member banks as the result of discounting their com- 
mercial paper or of purchases of bills and securities in the open market. 

It would not be too much to say that short of the resort to wild-cat 
banking, debasement of the metallic currency, or the issue of irredeem- 
able government paper money, no more effective instrument for in- 
flation could have been devised by the most irrepressible inflationist in 
history, and this was despite the fact that the Federal Reserve Act was 
for the most part in the hands of conservative legislators in the halls of 
Congress, while the inflationists were apparently cracking their cheeks in 
vain on the sidelines. One must hazard the guess that the responsible 
legislators were so impressed with the desirability of creating an elastic 
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currency, which at this time was a national obsession, that they left out 
of account that elasticity is an elastic term capable of embracing the con- 
cept of inflation. 

5. The Reduction in Required Reserves 

Consider now the four sources of inflation, beginning with the first 
named. Under the complicated provisions of the Federal Reserve Act 
as first enacted, the required reserves of the three classes of member banks 
were as indicated in the following table: 

Cash Reserves Required per $1,000,000 of Demand Deposits Under 
THE Federal Reserve System 

In own vault or m In other banks 

Class of bank federal reserve bank temporarily 

Country bank $70,000 $50,000 

Reserve city bank 90,000 60,000 

Central reserve city bank 180,000 0 

Total — three banks $340,000 $110,000 

The details of these cash reserve provisions having been given else- 
where, we need not pause to consider them here, e.vcept to note that the 
$110,000 of deposits in other banks tended to be as purely fictitious as 
similar deposits under the National Banking System and for the same 
reason, and may, therefore, be disregarded. The actual cash reserves 
were represented by the $340,000 held in the member bank's own vaults 
or on deposit with the federal reserve bank. As we have indicated, even 
part of these might be cash reserves in name only, there being the prob- 
ability that some of these so-called reserves would be nothing more than 
entries on the books of the reserve banks. Postponing consideration of 
this probability for the time being, and accepting the $340,000 as true 
cash reserve, we find that it amounts to Ilf per cent of their aggregate 
deposits of $3,000,000. This represents a very substantial reduction 
from 14.0 per cent actual minimum cash reserve calculated on the same 
basis under the National Banking System. 

Making allowance for the relatively greater amount of deposits carried 
by the country banks under the National Banking System with their low 
reserve requirements we adjusted the 14.5 per cent average downward to 
something above 13 per cent. A similar adjustment here would reduce 
it well below 11 per cent. An additional downward adjustment is re- 
quired, moreover, to take into consideration the low minimum of 5 per 
cent of cash reserves required against time deposi ts by all classes of banks. 
In 1913, time deposits were not great, but they avpanded rapidly under 



THE REDUCTION IN REQUIRED RESERVES 543 


the operation of the Federal Reserve Act, partly because deposits which 
otherwise would not have been so classed were now called time deposits 
by the banlcs for the purpose of thus reducing the amount of their re- 
quired cash reserves. Everything considered, the minimum cash reserve 
requirements of the member banks were in the process of being reduced 
well below 10 per cent on the average, as against about 13 per cent under 
the National Banking System. It is, of course, true that reserve re- 
quirements for state banks and trust companies before 1913 were less 
rigorous than those of the national banks, but this does not invalidate our 
comparison, because for the first two and a half years of operation of the 
Federal Reserve System very few state banks and trust companies 
joined the system, whereas all the national banks were in the system 
under compulsion. 

Had the law not been amended, the foregoing calculations would rep- 
resent an imderstatement of the eventual cash reserve requirements 
under the Federal Reserve System for the reason that the member banks 
were required gradually to transfer that part of their cash reserves carried 
as deposits in other banks either to their own vaults or to the federal re- 
serve banks. After three years the required reserves against demand 
deposits of the three classes of member banks were to be 12 per cent for 
country banks, 15 per cent for reserve city banks, and 18 per cent for 
central reserve city banks, all to be held either in their owm vaults or on 
deposit with the reserve banks, with no possibility of duplication or 
pyramiding of such reserves by the member banks themselves. Cal- 
culated as before, the simple average for the thi-ee classes of banks would 
have been 15 per cent, or slightly more than under the National Banking 
System. Making allowance, however, for the low minimum of 5 per 
cent on time deposits, an advantage in the form of lower reserve require- 
ments would still have been shown in favor of the new system. 

Before the expiration of the three years during which the transfer of 
the cash reserves held in other banks was to be completed, the cash re- 
serve requirements of the member banks were sharply reduced by the 
amendment of June 21, 1917, as previously stated, to 3 per cent for time 
deposits of all member banks, and to 7, 10, and 13 per cent for demand 
deposits of country banks, reserve city banks, and central reserve city 
banks respectively. Since all these reserves were now required to be 
carried with the federal reserve banks, there were no fictitious reserves as 
under the National Banidng System, but there were fictitious reserves of 
another sort, to the extent that the so-called cash reserves of the member 
banks were not necessarily cash in the vaults of the reserve banks. The 
minimum reserve ratio of federal reserve banks in respect to deposits 
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having been 35 per cent, there heeded to be only 835 in actual cash in the 
reserve banlcs for every 8100 in reserve deposits of the member banks, 
and 865 out of every $100 of these “cash” reserves might be purely 
fictitious. 

Disregarding the fictitious nature of these so-called cash reserves tem- 
porarily, we may calculate that the average cash reserves required by all 
member banks under the law as amended in 1917, and as it has stood 
since then, is less than 10 per cent. The average would be 10 per cent if 
there were no time deposits and if country banks had just the same 
amount of deposits as the central reserve city banks. But country banks 
have had greater total deposits than central reserve city banks and a very 
large part of total deposits have in recent years been time deposits. These 
two circumstances combined reduce the average required reserve ratio 
well below 10 per cent. This is forcefully illustrated by the condition of 
the member banks in Januai'y, 1929, near the height of that period of 
inflation. The average of daily figures for the month of January, 1929, 
was $19,101,000,000 for net demand deposits, subject to reserve require- 
ments of 7, 10, and 13 per cent for the three classes of banks, respectively, 
and $13,465,000,000 for time deposits subject to a reserve requirement of 
only 3 per cent. Total reserve requirements were $2,333,000,000, or a 
trifle less than 7.2 per cent. If 2 per cent is added to this average to rep- 
resent the cash required by the member banks for till money — at the 
tijne they actually held less than 2 per cent — we obtain an average for 
required reserves of 9.2 per cent. 

6. Three Forms of Reserve Bank Lo.vns to Member B-inks 

While the reduction in the reserve requirements of the member banks 
of the Federal Reserve System below the requirements of the national 
banks under the National Banking System made possible a considerable 
degree of inflation of bank credit, most of the inflation under the Federal 
Reserve S3rstem has been based on the concentration of the country’s 
actual cash reserves in the hands of the federal reserve banks. Here 
they can be used as the foundation of reserve bank credit and the means 
of creation of fictitious reserves of member banks. Consider the pos- 
sibilities of inflation from this source. 

’’t will be well to begin with a few simple calculations showing the ap- 
'■ !>te amount of bank credit that might theoretically be built upon 
dollar of gold or gold certificate reserve held by the federal reserve 
-'n Prior to the enactment of the Gold Reserve Act of January, 1934, 

federal reserve banks’ gold reserve consisted of gold and gold certifi- 
' es, the two being interchangeable, and prior to the banking holiday 
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and the Emergency Banicing Act of March, 1933, both gold and gold 
certificates might be freely paid out into cii’culation by the reserve banks. 
Under the provisions of the Gold Reserve Act, title to the gold of the 
reserve banka passed to the Treasury and the reserve banks received in 
exchange therefor gold certificates. Although the reserve banks may 
obtain gold in e.xchange for gold certificates, when required in settling 
international trade balances, they are not pennitted to pay out into com- 
mon circulation either gold or gold certificates. 

Neither the Gold Reserve Act nor any of the other banking and cur- 
rency legislation of the Roosevelt Administration, from March, 1933, to 
January, 1934, changed the cash reserve requirements of the reserve 
banks in any other way than that just described, nor the reserve require- 
ments of the member banlcs except for a provision in the Inflation Bill 
of 1933, authorizing the Federal Reserve Board, mnder certain conditions 
and with the approval of the President, to alter the reserve requirements 
of the member banlcs. These various measures will be discussed in more 
detail in later chapters. Here only a few essential provisions have been 
pointed out for the purpose of shelving that the cash reserve provisions 
of these new laws have not essentially altered the conditions of potential 
credit expansion under the Federal Reserve System except in so far as 
such expansion may later be based upon irredeemable government paper 
money instead of upon gold coin and bullion. This being true, it follows 
that calculations on the potential power of bank credit expansion under 
the Federal Reserve System, based upon the provisions of the Federal 
Reserve Act as it stood before the amendments.of 1933 and 1934, are ap- 
plicable to present conditions of expansion if the term “gold certificates” 
is substituted for the term “gold," and if it is borne in mind that the re- 
serve banks now may not make loans to member banks either in gold or 
gold certificates. 

But in this chapter and the three following chapters we are concerned, 
not with the present powers of expansion, but with the powers of e.xpan- 
sion during the years from 1914 to 1929 embracing two great periods of 
credit inflation. Before the Gold Reserve Act of 1934, the reserve 
requirements under the Federal Reserve System were as follows: 

а. The minimum reserve ratio of gold to federal reserve notes issued was 
40 per cent. 

б. The minimum reserve ratio of gold and lawful money to reserve bank de- 
posits was 35 per cent. 

c. The average minimum reserve ratio of member banlcs cannot be definitely 
stated, because it varied from 1914 to 1917 because of provisions of the law, 
and it varied later because of the varying proportions of demand and time 
deposits. Since 1917 the average reserve required against demand deposits 
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has ranged above 10 per cent, because demand deposits of central reserve 
city banks requiring a reserve of 13 per cent have ranged higher than de- 
mand deposits of country banks requiring a reserve of only 7 per cent. But 
since some considerable part of the so-called time deposits subject to re- 
serve requirements of only 3 per cent have in fact actually been subject to 
check, the average minimum reserve against “deposit currency” has been 
less than 10 per cent, not including till money required by the banks, but 
not counted as legal reserves. In our calculations 10 per cent will be ac- 
cepted as the average minimum required reserve. 

On the basis of these reserve requirements and in order to avoid the 
use of small fractions, let us consider the power of credit expansion for 
every SlOO in gold (or since 1934, gold certificates) held by the reserve 
banks at any given time in excess of the reserves required by the notes 
and deposits then outstanding; For every $100 of such excess reserves 
the reserve banks could expand credit by discounting commercial paper 
for member banks by the followng amounts: 

a. $100, if the advance to the member banks were made in gold or gold certifi- 
cates. 

i. $250, if the advance to the member banks were made in federal reserve 
notes. 

c. $285.74, if the advance to the member banks were made in the form 
of deposits in,' the reserve bank, counting as reserve of the member 
banks. 

Perhaps these figures require a word of explanation. If a reserve 
bank had gold reserves of $100 in excess of its minimum requirements, 
and made a loan of $100 in gold, it left its reserve requirements un- 
changed, having neither increased nor decreased its deposits or note 
issues, and the loan of $100 used up exactly its excess reserves of $100. 
If the reserve bank advanced a loan of $250 in reserve notes, it now re- 
quired 40 per cent of that amount in additional gold reserves against 
notes issued, and 40 per cent of $250 is $100. If the reserve bank ad- 
vanced to a member bank $285.74 in the form of a deposit subject to 
check, it thereby increased its deposits subject to a 35 per cent cash re- 
serve requirement by that amount, and 35 per cent of $285.74 is $100. 
Incidentally, it may be pointed out that similar advances may be made 
to member banks through open-market operations of the federal reserve 
banks, if the bills and securities bought in the open market are purchased 
from member banks. Thus, open-market operations may permit the 
same degree of credit e.xpansion on the basis of given excess reserves of 
reserve banks as direct advances to member banks by the method of dis- 
counting. 
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7. CalcuiuVting the Maxoium Expansion of Ceedit 

Obviously, the maximum credit expansion with a given amount of ex- 
cess reserves held by the reserve banks may be engineered through ad- 
vances to member banks in the form of deposits credited to their account 
in the reserve banlcs, not only becaiKe advances in this form permit the 
maximum expansion for reserve banks, but because this is the only form 
in which the advances may be counted directly and at once as cash re- 
serves by the member banks, on the basis of which they may collectively 
begin a multiple expansion of loans and deposits in turn. The $100 in 
excess reserves held by the reserve banks, permitting an expansion in 
loans to member banks of $285.74, all of wliich may be counted as re- 
serves of the members banks, permits the latter to expand loans in the 
form of deposits by the amount of $2857.40, assuming an average re- 
serve ratio of 10 per cent for the member banks'. ' In other words, sub- 
ject to qualifications to be noted in a moment, every dollar of excess gold 
or gold certificate resei-ve held by the reserve banlcs represents a potential 
expansion of bank credit by member banks of $28.57. The qualifications 
to be noted reduce this figure to approximately $12. 

It is impossible for member banlcs to e.xpand loans greatly in the form 
of deposits subject to check without suffering a drain of actual cash across 
their counters, even though all member banlcs should e.xpand at about the 
same rate and thus avoid unfavorable balances and a drain of cash at the 
clearing-house. This principle has been noted several times previously. 
Any general e.xpansion of trade, without which ‘no great expansion in 
bank loans and deposits will occur, involves the use of more cash in actual 
circulation outside of the banlcs, %vhether the trade, expansion represents 
physical expansion in production and trade or merely price inflation. 
The extra cash is required mainly to meet cash payrolls and in small re- 
tail trade transactions. In other words,*’ the ratio between cash in circu- 
lation and bank deposits subject to check tends to remain constant, al- 
though subject, of course, to seasonal and cyclical variation and secular 
trend. 

As previously indicated, the ratio of cash in circulation to bank deposits 
subject to check during the later yearn of the National Banking System , 
and the first few years of the Federal Reserve System was probably 
about 1 to 6. If, however, under the Federal Reserve System, we in- 
clude time deposits of member banks along with their demand deposits, 
and add to the total of these the deposits of non-member commercial 
banks, but not deposits of savings banks, the ratio of cash in circulation 
to deposits becomes lower than 1 to 6, particularly during the period of 
inflation of 1923 to 1929. , In our present calculations on potential bank 
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credit expansion under the Federal Reserve System we shall use the 
ratio of cash in circulation to demand and time deposits combined in- 
stead of the ratio of cash to demand deposits alone for two reasons. First, 
some part of the so-called time deposits have in fact been demand de- 
posits called time deposits for the double purpose of reducing the legal 
reserve requirements and of affording a justification to banks competing 
for such deposits of the practice of paying interest on them. Second, 
inflation of loans and investments of commercial banks is just as truly an 
index of bank-credit inflation as expansion of deposits, and it proceeds 
more nearly in proportion to the inflation in total deposits than in pro- 
portion to the expansion of demand deposits alone. The ratio of $1 in 
cash to S8 in deposits will be used in our calculations although it is per- 
haps a little too low for the first period of inflation from 1914 to 1920, and 
too high for the second period of inflation from 1923 to 1929, the trend of 
the use of cash in circulation over this whole period having been down- 
ward. 

If the amount of money in actual circulation does tend to equal i, or 
12.5 per cent of bank deposits subject to check, then member banks, 
when they expand loans in the form of deposits subject to check at a 
rate uniform with one another, and uniform also with non-member 
banks, may be expected to lose cash at the rate of 12.5 per cent of their 
increase in deposits.' Add to this 2 per cent of till money estimated as 
required on the average, and we get a total of 14.5 per cent of cash re- 
quired by member banks against expansion of deposits subject to check. 
The 12.5 per cent of cash drained into circulation might either be paid 
out across the counters in cashing checks or be advanced in cash loans 
to customers. 

If these estimates are correct, member banks financing expansion of 
credit through borrowings from the reserve banks would on the average 
tend to borrow §14.50 in reserve notes or other cash and §10 in the form 
of deposits subject to check in the reserve banks counting as cash reserve 
for every §100 of expansion in loans made to their customers in the form 
of deposits subject to check. The ratio of loans made by the reserve 
banks in the form of cash to loans made in the form of deposits subject to 
check would be approximately 3 to 2; in other words, out of the total re- 
serve bank loans made, 60 per cent would be in the form of reserve notes 
or other cash, and 40 per cent in the form of deposits counting as re- 
serves of the member banks. If the advances were made to the member 
banks in the form of open-market operations, the 60 to 40 per cent ratio 
would still hold true, and if the expansion of the member banks’ de- 
posits were the result of expansion in their investment account rather 
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than in their loan account, the various ratios named would still hold 
true. If a considerable proportion of the expansion in deposits took the 
form of expansion of demand deposits improperly classed as time depos- 
its, and thus requii'ing only a 3 per cent reserve, the $10 estimate of re- 
serve bank loans in the form of deposits in the reserve bank would be too 
high, and the 60 to 40 per cent ratio would be too low. 

If the reserve banlcs make advances to the member banks in the pro- 
portion of 60 per cent in cash and 40 per cent in deposits, and if they de- 
sire to achieve the maximum expansion of reserve bank credit, they will 
make the 60 per cent of cash advances exclusively in the form of reserve 
notes, thus retaining the maximum amount of actual cash reserves as a 
basis for expansion of their notes issue and deposit liability. If the lia- 
bilities of the reserve banks are in the proportion of 60 per cent in reserve 
notes, against which the required reserve is 40 per cent, and 40 per cent 
in deposits, against which the required reserve is 35 per cent, their aver- 
age required reserves against notes and deposits combined wiU be 38 per 
cent. If their average required reserves are 38 per cent, they can under 
these conditions make advances to the member banlcs of $263.16 for 
every $100 of reserve bank cash reseiwes, as follows: 

Advances in reserve notes SI 57 90 

Advances in deposits .... 105.26 

Total .. S263.16 

The advances of $105.26 to the member banks in the form of deposits 
counting as reserve would by assumption permit the member banks to 
expand credit to their customers in the form of deposits subject to check 
by ten times this amount, or $1052.60. Against this amount of new de- 
posits the banlvs would require by assumption 2 per cent of this sum as 
additional till money, or $21.05. Deducting this sum from $157.90 of 
reserve notes received from the reserve banlcs, the banks would have 
left $136.85 available for cash loans to their customers to meet the in- 
creased demand for cash in circulation. Total loan expansion possible 
for the member banlcs would, therefore, be $1052.60 plus $136.85, or 
$1189.45 for every $100 of excess cash reserves of the reserve banks, or 
approximately $12 in member bank loan expansion per $1 of reserve 
bank cash reserve. This ratio of expansion would imply that about two 
thirds of the total reserves of the reserve banks be in gold or gold certifi- 
cates, since reserves against notes must be in gold or gold certificates, 
while the reserves against deposits may be either in gold or gold certifi- 
cates or in other lawful money. 

Because, as previously mdicated, our average reserve ratio assumed of 
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10 per cent is too high rather than too low and because our assumed ratio 
of 81 in cash in circulation to $8 of commercial bank deposits is higher 
than the actual ratio prior to the growth of hoaidmg after 1929, the 
mn.Yimiim expansion of member bank credit per dollar of excess reserves 
of the reserve banks is more rather than less than 812. While the method 
of calculation used makes this a mere approximation, and not an exact 
mathematical result, it is nevertheless an approximation of some signifi- 
cance, because it indicates that the Federal Reserve System had in its 
early years credit expansion potentialities probably three or four times as 
great as the National Bankmg System, with a given amount of lawful 
money available in the country, and in more recent years — say from 
1923 to 1929 — had even greater potential powers of inflation, as the 
ratio of cash required in circulation to bank deposits declined and the 
ratio of time deposits to 'total deposits increased. 

8. Inflationary Amendments to the Federal Reserve Act: 

Concentration of Reserves 

The power of inflation was inherent in the Federal Reserve Act of 1913. 
It was greatly increased by various amendments to that law, some of 
which have already been considered. The power of inflation was en- 
hanced by the reduction in member bank reserve requirements effected 
by the amendment of June, 1917. Even more important than the re- 
duction in member bank reserve requirements was the effect of this 
amendment in concentrating all the legally required reserves of the mem- 
ber banks in the vaults of the reserve banks where they could be made 
the basis of expansion of reserve bank credit. To the extent that the 
transfer of reserves to the reserve banks was accomplished by the trans- 
fer of commercial paper rather than of gold or other lawful money, it did 
not directly increase the lending power of the reserve banks, because it 
did not place additional cash m their hands. But in large measure the 
transfer of member bank reserves from their own vaults to the vaults of 
the reserve banks took the form of withdrawal of actual cash from mem- 
ber banks and its deposit ivith the reserve banks, thus increasing their 
cash reserves by the same amount as it increased their deposit liabilities, 
and giving them a great deal of additional excess reserve. This was well 
understood at the time, and the transfer was justified as an emergency 
war measure which would permit the desired amount of inflation. It 
was the expectation, at least in some quarters, that after the war this 
emergency measure would be repealed, but no repeal has taken place. 
Congress can more readily be prevailed upon to pass mflationary bills 
than to pass deflationary bills. 
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9. Reduction in Collateral Required in Note Issue 

The amendment of June, 1917, increased the power of inflation in still 
another way by certain provisions relating to the issue of federal reserve 
notes. It will be recalled that originally federal reserve notes could be 
issued by the reserve banks only upon the deposit with the Reserve 
Board of 40 per cent of the face value of the notes in gold and the further 
deposit with the Board of 100 per cent of eligible commercial paper, dis- 
counted for the member banks. This limited the amount of notes issued 
not merely by the 40 per cent gold reserve, but also by the amount of 
eligible paper discounted for member banks by the reserve banks. The 
second limitation was evaded, however, by the simple expedient of re- 
deeming the pledged commercial paper by depositing with the Reserve 
Board an equal amount of gold. The commercial paper could then again 
be presented as collateral for additional note issues on the same basis as 
before, and then again redeemed in gold, and presented once more as col- 
lateral for additional note issues. By frequent repetition of this process 
the reserve banks could pump as many reserve notes into circulation as 
their gold reserves permitted. This did not in itself represent inflation, 
because reserve notes so issued were in effect nothing but gold certificates 
quite similar to the gold certificates issued by the United States Treas- 
ury. But indirectly the process opened the way to inflation. The re- 
serve banks exchanged the reserve notes thus obtained for gold certifi- 
cates or gold coin previously in circulation, and so built up larger gold 
reserves which might later be used as the basis of an expansion of reserve 
bank credit in the form of reserve notes and member bank deposits. 
This method of accumulating gold by the reserve banks was favored by 
the Government, which accepted inflation of the currency as a useful aid 
in financing the war, and, to facilitate the process, Congress, with the 
amendment of June 21, 1917, changed the note-issue requirements as 
follows: 

The total amount of collateral required from the reserve banks for the 
issue of federal reserve notes was reduced from 40 per cent in gold plus 
100 per cent in eligible commercial paper to 40 per cent in gold plus 60 
per cent in eligible commercial paper. The commercial paper thereafter 
could consist of bills of exchange and bankers’ acceptances bought in the 
open market by the reserve banks and not merely of paper discounted for 
the member banks imder Section 13, as theretofore. Finally, the reserve 
banks, if they desired, could substitute gold or gold certificates for any 
part of the 60 per cent of commercial paper. In other words, the reserve 
banks might now issue federal reserve notes by depositing with the Re- 
serve Board 100 per cent of the amount of such notes in gold and com- 
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mercial paper, not less than 40 per cent of the amount to be in gold or 
gold certificates. These changes in the note-issue requirements gave 
the reserve banks a great deal more freedom in issuing reserve notes in 
three distinct ways. First, they cut donm the total amount of com- 
mercial paper required per dollar of notes to be issued. Second, they 
permitted the reserve banks to enter the open market to obtain such pa- 
per instead of compelling them to await requests for discounting by mem- 
ber banks. Third, they facilitated, as just indicated, the corralling of 
gold in the vaults of the reserve banks, thus increasing the total amount 
of their gold reserves. 

10. Dbrect Loans to Member Banks 

An earlier amendment, that of September 7, 1916, also facilitated the 
process of inflation. The original act, it will be recalled, made no pro- 
vision for direct loans to member banks on their own promissory notes. 
The only way in whi h a member bank could obtain reserve bank ftmds 
was by rediscounting vsith the latter its customers’ paper, or by selling to 
the reserve banks such paper as it might have eligible for purchase by the 
reserve banks in the open market — mainly bankers’ acceptances and 
government securities. By the amendment of September, 1916, pro- 
vision was made for direct advances by reserve banks to member banks 
on the latter’s onm promissory notes with a maturity of not more than 
fifteen days. Such notes had to be collateraled by notes, drafts, bills of 
exchange, or bankers’ acceptances eligible for rediscount or for purchase 
in the open market by the reserve banks, or secured by the deposit of 
United States bonds or notes with the reserve banks. The purpose and 
result of this amendment were not purely inflationary, and the amend- 
ment may be praised or condenmed, depending upon one’s point of view, 
or the purpose for which it might be used. The following arguments 
may be presented in its favor: 

1. It permitted member banks to borrow for the exact number of days they 
desired, instead of discounting customers’ notes with a maturity perhaps con- 
siderably longer than the period for which the advance was required. 

2. It simplified the computation of the interest on the loan — only one note 
was discounted instead of a batch of assorted notes. 

3. It wa.s safer for the reserve bank, since it w as now secured by the mem- 
ber bank’s own promissory note plus probably a larger amount of collateral. 

These arc impressive arguments, and the only counter-argument is that 
such direct loans to member banks increased the reserve banks' power of 
inflation, .already too great to be utdized to the full wath safety. Before 
this amendment advances of the reserve banks to member banks were 



EFFECTS OF INFLATIONARY AMENDMENTS 553 


limited, not only by the reserve requirements of the reserve banks, but 
by the amount of eligible commercial paper in the hands of the member 
banks — the amount of which itself depended upon the amount of short- 
term loans they made to their customers. After this amendment, ad- 
vances of reserve banks to member banl<s were limited, not by the amount 
of eligible short-term paper, representing short-term loans of member 
banks to their customers, but instead by the amount of such paper plus 
the member banks’ investments in government bonds. Reserve bank 
credit could now be used to finance member banks’ investments in gov- 
ernment bonds, as well as the strictly commercial banking operations rep- 
resented by short-term loans to business men. It turned out that the 
member banks were to use reserve bank credit for this purpose on a large 
scale. 


11. Effects of Inflationary Amendments Sotimahized 

To sum up, by 1917 inflationary amendments to the Federal Reserve 
Act, itself inherently inflationary, had accomplished the folloiving re- 
sults: They brought about extreme concentration of the actual cash re- 
serves of the country in the vaults of the federal reserve banks, where 
they could become the basis of a vast increase in reserve bank credit. 
They increased the power of credit expansion by reducing the cash re- 
serve requirements of the member banlcs. They liberalized the require- 
ments for the issue of federal reserve notes by the reserve banks, and 
they permitted the reserve banks to make direct advances to member 
banks on the latter’s oivn promissory notes, thus facilitating the exten- 
sion of credit by the reserve banks to the member banks both in the form 
of deposits subject to check and in the form of federal reserve notes. For 
the most part these inflationary amendments to the Federal Reserve Act 
were considered at the time of enactment to be in the nature of emer- 
gency war measures, subject to later repeal, but none of them has been re- 
pealed. Instead, a new series of inflationary amendments has been 
added as the result of another period of stress — the depression of 1930- 
1933, itself the outgrowth in large measure of the inflation engendered by 
the first series of inflationary acts. Thus does evil beget evil, in mone- 
tary matters. So by the Federal Reserve Act of 1913 and wartime amend- 
ments to this act the stage was set for inflation. The law permitted it; 
the bankers welcomed it; the business interests hailed it with enthu- 
siasm; on the whole, the people apparently wanted it; and inflation came. 
It came along with the excitement and stress of war, it is true. But 
given the setting just described, even without the so-called war amend- 
ments, and given the temper of the people, as represented by business 
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men, bankers, and politicians, and it seems highly probable that in- 
flation would have come, war o/ no war. Our economic soil is so rich in 
speculative elements and so well warmed with frenzied finance that it 
requires only a few seeds of inflation to grow a large crop. In the 
following chapter we shall see how the seeds of inflation planted by 
the Federal Reserve Act nrew and brought forth financial trouble a 
hundredfold. 



Chapter XXIH 

THE FHIST PERIOD OF INFLATION: 1914-1920 

1, Excess Reserves op National Banks in 1914 

At the time of the establishment of the Federal Reserve System late in 
1914, the deposits of the national banks were in excess of $6,000,000,000, 
and their actual required reserves were approximately $800,000,000. 
When these banks became member banks of the new system, their re- 
quired reserves, eliminating fictitious reserves, consisting of deposits in 
other banks, were reduced as previously calculated about one fourth. 
Thus, by the change in the law national banks, now become member 
banks of the Federal Reserve System, had approximately $200,000,000 
of excess reserves thrust upon them. If, then, the member banks desired 
to make use of these excess reserves for the purpose of credit expan- 
sion — that is, in the making of loans or investments — there was noth- 
ing the Federal Reserve Board or the federal reserve banks could do to 
stop them. Provided only that all the banlcs in the system expanded 
credit at about the same rate, and that the non-member banks likewise 
expanded as their reserves increased in consequence of the expansion of 
the member banks, these excess reserves of the member banks were 
sufficient to finance an e.xpansion in loans and investments of approx- 
imately $1,000,000,900, after making full allowance for the drainage of 
cash into circulation from which the banks would suffer as a result of such 
expansion. 

The reserve banks could not have prevented such expansion of the 
member banks by refusing to discount their paper, because the latter re- 
quired no such discounting as a condition of expansion so long as they 
had possession of excess reserves. Neither could the reserve banks have 
brought pressure to bear upon the member banks to prevent expansion 
by open-market operations, because in the early months of their opera- 
tion they could not sell bills or securities in the open market to restrict 
member bank expansion without first entering the market to buy such 
bills or securities and thereby inflating credit. Not only had the capital 
stock subscriptions of the member banks been paid to the reserve banks 
in gold, but almost the whole amount of the first two installments of re- 
serves had been paid in gold. For the first year or more of their opera- 
tions the assets of the reserve banks consisted mainly of gold and not of 
bills and government securities. 
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2. The Gold Imports of 1916-1917 

To the considerable capacity for expansion of credit given to the 
member banks by the excess reserves thrust upon them by the Federal 
Reserve Act in the begmmng, there was added a great additional capacity 
for such expansion by the imports of gold resultmg from the European 
war. The heavy mflow of gold did not begin immediately after the out- 
break of the war in the summer of 1914. In fact, during the fiscal year 
ending June 30, 1915, net imports of gold amounted to only §25, 344, 607. 
But during the folloiving year net imports of gold rose to §403,759,753, 
and in the year ending June 30, 1917, net imports reached the tremendous 
figure of §685,254,801, the total for the two-year period having been 
well in excess of §1,000,000,000. This enormous quantity of gold flowed 
in large measure into the vaults of the member banks, whence part or 
all of it could be transferred to the reserve banks to provide the legally 
required reserve for a potential expansion of member bank credit to the 
amount of several billions of dollars. 

E.xcess reserves held by member banks do not, of course, result neces- 
sarily in credit expansion. They only give the banks the power to ex- 
pand if the demand for expansion comes from the customers of the 
banks in the form of a demand for loans, or if the banks themselves 
desire to expand by means of investing surplus funds in securities, such 
as government and corporation bonds, or, m so far as the law allows, in 
real estate mortgages. But with enormous war orders flowing mto our 
markets from Europe, American business men were eager to expand 
operations and to share in the war profits. The time was ripe for an 
orgy of bank credit expansion in the form of loans to business men to 
finance rapid expansion of busmess operations, and the bankers them- 
selves were eager to invest funds in securities yieldmg generous returns. 
Loans and investments and deposits of the member banks as well as 
those of the non-member banks swelled rapidly, and inflation was soon 
m full swmg. 

3. Bank Credit Expansion: 1914-1917 

The extent of the movement during the period from June, 1914, to 
June, 1917, is indicated by the statistics in Tables VI and VII. 

In the three-year period from June, 1914, to June, 1917, loans and 
investments of all banks combmed increased §7,498,000,000, or 35.6 
per cent, while deposits increased $7,786,000,000, or 41.9 per cent. The 
rate of increase in both deposits and loans and investments was greater 
for member banks than for non-member banks, the loans and invest- 
ments of the former having increased 49.8 per cent, while those of the 
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latter increased only 26.9 per cent, and the deposits of the former having 
increased 61.6 per cent, while those of the latter increased only31.7 
per cent. This greater rate of increase shown by the loans and invest- 
ments and deposits of the member banks is accounted for in part by 
the fact that the number of member banks had increased at the expense 
of the number of non-member banks. Some state banks and trust com- 
panies had converted into national banks and had thus automatically 
been transformed from non-member banks into member banks. In 
addition, more than fifty state banks and trust companies had joined 
the Federal Reserve System during this period without converting. 
Aside, however, from theii- relative increase in numbers, the member 
banks would have had a better opportunity for credit expansion at 
this time than non-member banks for two reasons, namely, their cash 
reserve requirements had been sharply reduced, as already explained, 
and they had access to loans from their reserve banks, not directly 
available to non-member banks. 


TABiiE VI. Loans and Investments op All Banks in the United States, 

1914-1917 


(la millions of dollars) * 


Date 

AUboolcs 

Member bonks 

Non^momber 

banka 

June 30, 1914 

June 23, 1915 

20,789 

21,466 

24,587 

28,287 

8,313 f 
8,764 
10,315 
12,453 

12,475 t 
12,702 
14,271 
15,833 

June 30, 1916 

June 20, 1917 

Increase from 1914 to 1917 (in 

millions of dollars) 

In per cent 

7,498 

35 6% 

4,140 

49.8% 

3,358 

26.9% 


* Annual Report of Federal Reserve Boards 192S, p. Ill, 
t Figures for this date refer to national and non^national banks. 


Table VII. Deposits Exclusive op Interbank Deposits op All Banks 
IN THE United States, 1914-1917 

(In railHons of dollars) ♦ 


Date 

All banks 

Alember banks 

Non-member 

banka 

June 30, 1914 

•Tune 23, 1915 

June 30, 1916 

June 20, 1917 

18,566 

19,131 

23,759 

26,352 

6,374 t 
6,678 
8,395 
10,301 


increase from 1914 to 1917 (in 

millions of dollars) 

In per cent 

7,786 

41.9% 

3,927 

61.6% 

3,860 

31.7% 


* .4nnuoi Report of Federal Reserve Board, 1928, p. Ill 
t Figures for this dato refer to national and nou^national banka. 
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But here we are not interested primarily in the greater rate of ex- 
pansion of the member banks as compared TOth the non-member banks, 
but rather with the tremendous expansion by all banks combined. The 
credit expansion represented by an increase in deposits of 42 per cent 
in three years was much greater than the normal rate of increase in pro- 
duction and trade, and it was greater also than the rate of increase in 
production and trade during the three years under consideration. More- 
over, this greatly expanded volume of bank deposits was not idle; 
in these boom times turnover of bank deposits was rapid. Conse- 
quently, a substantial rise in commodity prices was made possible by 
the expansion of bank credit in the form of deposits subject to check, 
and it actually took place. 

4. The Rise in Pbices: 1914-1917 

The rise in prices was naturally more nearly in proportion to the 
increase in bank deposits than to the increase in loans and investments, 
and more nearly in proportion to the increase in deposits of member 
banks, all of which were commercial banks, than to the increase in 
deposits of non-member banks, which included savings banks whose 
deposits do not represent part of the circulating currency. The rise in 
wholesale prices was in fact even greater than the increase in deposits 
of the member banks. The inde.x number of wholesale prices of the 
Bureau of Labor Statistics, •ftith prices of 1913 representing 100 per cent, 
which had remained practically stationary during 1914 and the first 
three quarters of 1915, rose to 111 by January, 1916, and to 151 by 
January, 1917, and farther to 187 by July, 1917. On account of the 
tendency of real estate and retail prices and the wages of labor to rise 
less rapidly than wholesale prices, the general price level rose in smaller 
degree than wholesale prices — that is to say, by less than 87 per cent. 
Nevertheless, there was a sharp general rise in prices. The index num- 
ber of general prices published by the Federal Reserve Bank of New 
York shows the general level of prices in July, 1917, to have been 41 
per cent above the 1913 level. 

5. Reserve Banks Not Responsible for JnfLjVtion of 1914-1917 

If by inflation is meant such an expansion of money and credit as to 
permit a sharp general rise in prices, then obviously we had a large 
measure of it in the United States from June, 1914, to June, 1917. 
It remains to fix responsibility for this inflation. We may begin by 
absolving the Federal Reserve Board and the federal reserve banks 
from any great share of responsibility for inflation dining this period. 
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except possibly near the very end of it. The Federal Reserve Act of 
1913, by reducing the reserve requirements of member banks, and the 
huge gold imports of the period had armed the member ban^ with such 
great excess reserves that they were fully competent to engineer most 
of the credit expansion that actually took place without aid from the 
reserve banks. And, in fact, up to April, 1917, when inflation by 
member banlcs was already far advanced, the reserve banks had con- 
tributed relatively little to expansion. Taking the monthly average 
of daily figures, the bills discounted by reserve banks for member banks 
— representing direct extension of credit to member banlcs — amounted 
then to only $25,169,000, and the total amount of reserve bank credit 
outstanding — including bills and securities bought m the open mar- 
ket, as well as bills discounted directly for member banks — was only 
$282,310,000. This extension of reserve bank credit, even if taken 
wholly in the form of deposits in the reserve banks and utilized to the 
full by the member banlcs in expansion of their own, would have 
accounted for less than half the actual amount of expansion that 
occurred. 

While this rather moderate extension of reserve bank credit to the 
member banks doubtless facilitated the process of credit expansion, 
withholding this reserve bank credit would not have prevented ex- 
pansion. And if the reserve banks had not begun extending credit in 
any form — ■ that is, had neither invested in bills and securities in the 
open market nor discounted bills for member banks — they Avould 
have had few earning assets, could not have paid their expenses, and 
would have been in no position to exercise control over the banking 
system such as central banks are supposed to e.xercise. At some time 
or other they had to begin the process of discounting and buying bills 
and securities in the open market or renounce their natural functions. 
It was simply unfortunate that a huge influx of gold tending toward 
inflation occurred during the very time when their operations under the 
law would inevitably involve some inflation. 

The member banks themselves and the non-member banks can hardly 
be blamed for wanting to make profitable use of the huge excess reserves^ 
thrust upon them by the Federal Reserve Act in 1913, and by the favor- 
able balance of trade growing out of the European war a little later. 
In short, setting our new banking system in motion at a time when 
Europe was unloading its gold in our money market made a substantial 
amount of inflation practically unavoidable, and no one is to be much 
blamed for the results from 1914 to 1917, unless it is the architects of 
the Federal Reserve Act for the sharp reduction in reserve requirements 
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which they devised. In mitigation of this offense, it must be said that 
no one could have been expected to foresee the great imports of gold 
shortly to follow. 

6. Extent of Reserve Bank Credit Expansion; 1917-1920 

While the reserve banks played only a minor role in such inflation 
of our bank credit as occurred during the first two and a half years of 
operation of the Federal Reserve System, up to April, 1917, such was 
not the case in the further inflation that occurred after we entered the 
war. We had hardly entered the war before the Federal Reserve Board 
and the federal reserve banks under the domination of the Secretary of 
the Treasury embarked deliberately upon a policy of inflation. This 
is shown clearly in the following federal reserve bank statistics for the 
last week of the months of April, May, and June, 1917 : ^ 


Item (miUiOBS of dollars) 

April 

May 

June 

Rillfl discounted 

S35 

S47 

5219 

Bills bought m open market 

71 

107 

202 

United States securities .... 

. .. US 

118 

71 

Municipal warrants .... 

. . 15 

15 

2 

Total eatmng assets 

5239 

5287 

5495 


In these two months there was a net increase in total earnin g assets 
of the reserve banks of $256,000,000, or more than 100 per cent. These 
figures indicate the approximate beginning of a time of wild inflation 
lasting for more than three years, and embracing the operations, not 
only of the reserve banks, but of all the commercial banks in the country. 
Hereafter, for the purpose of ease in comparison, statistics will be given 
only for the month of June for the various years considered — the period 
from June, 1917, to June, 1920, coinciding fairly closely with the period 
of e.xpansion and ne.xt two-year period covering the period of deflation. 
We shall note first the extent to which this movement of inflation and 
subsequent inevitable deflation was reflected in federal reserve bank 
statistics during the years 1917 to 1922 inclusive, and then how it was 
further reflected in the statistics of deposits, loans, and investments of 
the state and national banks and trust companies. 

7. Mopping-xtp the Monetary Gold Stocks 

Observe some of the more significant relations between the various 
figures given in Table VIII. First of all note the rapid increase in the 
cash reserves of the reserve banks from $1,134,000,000 in June, 1917, 
to $1,983,000,000 in June, 1918, and the further substantial increase to 

• Amiual Revolt of the Federal Reaene Board, 1922. j). S3. 
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ftiis was durmg a period when total gold stocks in the country had 
actually increased by more than $500,000,000. 

Observe next the use made of the gold corralled by the reserve banks 
in the form of cash reserves. It was made the basis of an enormous 
expansion of reserve bank credit, which in turn was to be utilized as the 
basis of a gigantic expansion of member bank credit reflected in the 
form of customers’ deposits subject to check, on the one hand, and 
loans and investments of the banks on the other. Total reserve bank 
credit, consisting mainly of bills discounted for member banks, bills 
bought in the open market, and United States securities bought in the 
open market, increased from $517,000,000 in June, 1917, to $3,382,000,- 
000 in June, 1920, an increase of $2,865,000,000, or 554 per cent. A 
very large part of the total increase in reserve bank credit took the 
form of an increase in bills discounted for member banks, the increase in 
this item alone having been $2,301,000,000. 

When the reserve banks, during the process of expansion of reserve 
bank credit from 1917 to 1920, discounted bills for member banks and 
bought bills and securities in the open market, they made payment, 
not in gold, which at this time they were accumulating and hoarding as 
reserve, but in the form of federal reserve notes and member bank 
deposits subject to check, which constituted, in the later years of the 
period shown in Table VIII, almost all the deposits of the reserve banks. 
The member bank reserve deposits in the reserve banks increased from 
$804,000,000 in June, 1917, to $1,853,000,000, in June, 1920, an increase 
of $1,049,000,000, or 130 per cent. It must be stated, however, that 
some $350,000,000 of this increase in member bank reserve deposits 
grew out of the transfer of member bank reserves from other banks into 
the vaults of the reserve banks under the amendment of June 21, 1917, 
most of the transfer having been made durmg the first half of July, so 
that the net increase in member banks’ reserve account vuth the federal 
reserve bank which may be attnbuted to e.xpansion of reserve bank 
credit durmg the three years, 1917 to 1920, was appro.ximately $700,- 
000,000. 

8. Reasons for the Reuativelt Large Increase in Reserve Notes 

The expansion in federal reserve note circulation was much greater 
both relatively and absolutely during this period than the expansion in 
member bank reserve deposits, the increase in note circulation having 
been from $492,000,000 in June, 1917, to $3,114,000,000 in June, 1920, 
an expansion of $2,622,000,000, or 533 per cent. Our previous calcu- 
lations have indicated that reserve banks in financing expansion of 
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2 Ibid. 
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bank deposits, and at the end of the period only 58 per cent, and that 
the non-member banks expanded credit under conditions different from 
those of the member banks. It must be borne in mind, however, that 
the real source of expansion of all banks was the credit of the federal 
reserve banlts, and that this percolated to the non-member banks 
through the loan and investment expansion policy of the member banks, 
and that consequently the results were much the same in their effect 
upon reserve bank credit as they would have been if aU commercial 
banks had been member banlis. 

Incidentally it is interesting to note, in connection with the assump- 
tion that expansion of banlc deposits tended, at the time under con- 
sideration, to involve an expansion of cash in circulation (outside of the 
reserve banlts and the Treasury) of about 14.5 per cent of the amount 
of expansion in the banlt deposits, that the actual increase in money in 
circulation from June, 1917, to June, 1920, was $1,401,000,000, while 
the increase in deposits of national banks, state banks, and trust com- 
panies combined — that is, all commercial banks — was $10,088,000,000, 
and that 14.5 per cent of $10,083,000,000 is $1,462,035,000, or just 4.3 
per cent more than the increase in the amount of money in circulation. 

9. The Limit Of Reserve Bank Credit Inflation Reached in 1920 

In respect to the 1917-1920 policy of the reserve banks, it is obvious 
that the banks would have had much less power to e.xpand credit if they 
had not absorbed enormous quantities of gold from circulation. But 
the necessity of issuing about one billion dollars in reserve notes to 
replace the gold taken from circulation reduced considerably the power 
of the reserve banks to extend credit to the member banks either in 
the form of additional reserve notes or in the form of reserve deposits. 
This was a fortunate circumstance, since it appears that the reserve 
banks were not inclined to call a definite halt on further inflation until 
their reserve ratio threatened to fall below the legal minimum. The 
legal minimum for the twelve reserve banks combined, with the relative 
amount of outstanding reserve notes and deposits in June, 1920, was 
about 38 per cent against notes and deposits combined. The actual 
ratio in June was 41.3 per cent and in March, 1920, it had fallen even 
lower, to 40.6 per cent. Theoretically and legally, expansion could have 
been carried much further by issuing more reserve notes subject to a 
moderate progressive tax, as previoi^ly explained. Actually, however, 
any substantial further expansion would have destroyed confidence m 
the reserve banlcs and in the whole banking situation, and would have 
caused runs on banks and the probable suspension of the gold standard. 
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The policy of the reserve banks and the Reserve Board was apparently 
inflation to the utmost limit consonant with the retention of the gold 
standard. When finally it was necessary to call a halt on the disastrous 
inflation, even more disastrous deflation inevitably followed. Reserve 
bank credit, as represented by bills discounted and bills and securities 
bought in the open market, declined rapidly from 1920 to 1922, the 
shrinkage in two years having been almost two thirds, and in the case 
of bills discoimted for member banks alone more than four fifths. 
Whether this deflation of reserve bank credit was a cause or result of 
deflation of member bank deposits and loans and investments we shall 
consider later. Here we may say that deflation of neither class of banks 
would have been necessary if there had been no antecedent inflation, 
and the member banks could not have carried inflation far without the 
aid of the reserve banks. The evils that resulted both from inflation 
and from deflation — and they were great, and still leave their marks 
upon the country’s industry and trade — must be laid in large measure 
directly at the doors of the reserve banks. These evils were engendered 
by the deliberately conceived policy of the responsible officials of the 
Reserve Board and the reserve banks. Before considering their reasons 
for desiring inflation and passing judgment upon their actions, it nlll 
be convenient to consider in detail some statistics bearing upon the 
inflation of the member and non-member commercial banks. In order 
to understand clearly the nature and the extent of this inflation, we 
shall have to examine a considerable variety of statistics of bank de- 
posits, loans, and investments, and pay some attention to the various 
kinds of money in circulation during the period from June, 1917, to 
June, 1920. 

10. Exp-vxsion of B-vnk Deposits, Loaks, aiid Investments: 

1917-1920 

We have stated that the member bank inflation of 1917-1920, as 
represented by the great expansion in bank deposits, loans, and invest- 
ments, could not have taken place without the aid of the reserve banks. 
So far as the member banks were concerned, their total excess reserves 
after the amendment of June, 1917, w^ere less than §300,000,000, on the 
basis of which they could have expanded loans and investments not 
much more than $3,000,000,000, even if no allowance is made for the 
drainage of cash into circulation and the increase in the amount of till 
money required as a concomitant of such expansion. Taking into con- 
sideration such an increase in the demand for cash, the total expansion 
that the member banks could have engineered without aid from the 
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reserve bunks, und without the aid of tin increase in cash in circulation 
from sources other than the reserve banlis, would have been less than 
§1,500,000,000. But as stated previously, and, as indicated in Table IX, 
the total amount of money in circulation in the United States, other 
than federal reserve notes, actually declined by §1,157,000,000 from 
June, 1017, to June, 1920. The conclusion is unavoidable that most of 
the expansion of deposits, loans, and investments of the commercial 
banks of the country that occurred during this period can be traced 
directly to the c.xpansion policy of the Federal Reserve Board and the 
federal reserve banks. 

Table IX. Mo.vey ix Ciuculatiox ix the Uxitcd St.ates: 1917-1922 * 


Cn^surcs for Juno 30» in niiUions of doUars) 


ItOlU 

1017 

lots 

1019 

1920 

1021 

1022 

Golfl u.ftin 

000 5 

537.2 

•171.9 

■IM.S 

417.3 

415.9 

Gold ccrlificatcs 

10S2 0 

oil 2 

.327 0 

259.0 

200.0 

173.3 

Total gold and gold 





047.9 


ccrlificatea 

1719 1 

1058 •! 

802 5 

733 S 

5S0.2 

Standard silver dollars . j 

71 S 

77.2 

70.0 

70.7 

05.9 

58.0 

Sdver certificates j 

Treasury notes of 1890 . 

-lOS -1 

370.3 

103.1 

07.0 

158.8 

265.3 

•2 0 

1.9 

1.7 

1.7 

1.0 

1.5 

Subsidiary silver 

United Suites notes 

193.7 

210.5 

229.3 

218.9 

235.3 

229.3 

(grecnbai'ks) 

311.0 

291.9 

271.1 

278.1 

259.1 

293.3 

Federal rcaervo notes . . 

500 8 

1098.2 

2150.3 

3001.7 

2599.0 

2138.7 

Minor coins 

Federal reserve bank 

08.1 

75.0 

81.8 

91.0 

91.4 

89.2 

1 

notes 

3.7 

11.0 

155.0 

185.4 

129.0 

71.9 

National bank notes. . . . 

090.0 

091. 1 

639.5 

089.0 

721.4 

727.7 

Total money in circula- 



i 




tion 

Total not including fed- 

•1000. -1 

•1181.7 

•1S7C.0 

5167.0 

•1911.0 

4403.2 

oral reserve notes . 

3.5.>9.0 

2783.5 

2120.3 

2102.9 

2311.4 

2321.5 

Net imports of gold in 







fiscal year 

Net e.sports of gold in 

085.2 



• ' 

505.0 

-141.0 

fiscal year 

• • 

00. -1 

5i.2 

315.9 

• * 

• • 


* Not iniporti) and exports of gold statistics from Abatracl of tht Unxied Slalu, 1929, p. 470* 

All other statiatica from lUport of Ihc Sterdan/ of iho Treazury on the Slate of the Fxnancee^ 1928, 

pp. 554-55. 


It will be interesting now to compare the total e.xpansion made theo- 
retically possible by the expansion of reserve bank credit with the actual 
expansion that was carried through by the commercial banks as shown 
in Tables X and XI on pages 568 and 569. 

The potential expansion in deposits of member banlcs, as calculated 
in the preceding chapter, is at the rate of not less than §10 for every 
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Table X. Bank Deposits in the United States: 1917-1922 

(Fifiurea for >ear ending June 30, or for ncareat a\ai!ablo date, m imlUona of dollars) 









IncrcAsc, 1917-20 

Item 

1D17 

1018 

1919 

1920 

1921 

1922 

Millions 
of dollars 

Per cent 

Individual deposits 









of:* 

National banks . 

9321 

10006 

11S65 

13672 

12373 

13229 

4351 

46 7 

State banks 

5376 

6090 

8969 

10S27 

10064 

10098 

5451 

101 4 

Trust companies 

57S1 

5954 

5676 

6062 

5602 

6-191 

281 

4 9 

Total 

2047S 

22050 

26510 

30561 

28649 

298 IS 

10083 

49 2 

Deposits, exclusive 
of mterbank de- 

i 

1 





■ 


posits: t 

Member banks . ] 


15670 

19171 

21915 

20637 

1 

22397 


112 7 

Non-member 
banka 

1G052 

13095 

14133 

15805 

15104 

15219 


1 5 

All banks . 

20352 

2S765 

33603 I 

37721 

35742 

37615 

11369 

43 1 

Individual deposits 
of savings 
banks: t 


i 







Mutual. 

4422 

4422 

4751 

5187 

ooTo 

5780 

765 

Stock . . 

996 

1050 

1152 

1351 

443 

1402 

355 


Total. .. 

5418 

5472 

5903 

6538 

6018 

7182 

1120 1 



* Sicixslical vlb^froci of the United States, 1029, p 267 
t Annuef Report of the Federal Rcserte Board, 1023, p 111, 
X Annuuf Treasury Report, 1928, p 7S9 


dollar of excess reserve they hold or acquire ivith the reserve banks, 
provided they obtam at the same time enough extra cash to satisfy the 
extra demands for cash in cu-culation and till money. Now, in a pre- 
ceding section we calculated that the excess reserves held by the member 
banks in June, 1917, plus the additional reserve deposits acquired other 
than by transfer of reserves as described, amounted to approximately 
§967,000,000, for the years 1917-1920. Applying the 10 to 1 ratio, we 
obtain the sum of §9,670,000,000, as representing the expansion of mem- 
ber bank deposits made possible by this use of reserve bank credit. 
The actual increase in member bank deposits was §11,614,000,000 during 
this period. Since, however, the number of member banks increased 
greatly during these three years as the result of the conversion of non- 
member banks into member banks, this sum exaggerates the degree of 
expansion that actually occurred. A considerable part of this apparent 
increase represents the original deposits of the non-member banks when 
they joined the system. A better picture of the actual e.xpansion of 
commercial bank credit is presented by the total increase in deposits 
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Table XI. Bank Loans and Investments in the United States * 


(ri£urc3 for yc vr onding Juuo 30, in imniona of dollara) 


Item 

1917 






Increaao, 1917-20 

1918 

1919 

1920 

1921 

1922 

Milhous 
of iloihrs 

Per cenfc 

Loans: 

Member banks . . 

0370 

13233 

15111 

19533 

18119 

17165 

10103 

108.5 

Non-mernbor 
banks . 


9158 

9297 

11290 

10852 

10567 

150 

1 3 

Totiil — Ml banka 


22392 

21710 

30824 

28970 

27732 

10314 


National banks . 

8992 

101C5 

1 11027 

13037 

11979 

11193 

1015 


Investments: 

^lember banks 

30S3 

5271 

6827 

0026 

0002 

7017 

29-13 

95.5 

Non-member 
banks ... . 

1693 

1117 

5033 

1835 

5028 

5207 

112 

3 0 

Total — All banks 

7777 

9121 


10861 

11029 

12224 

3084 

39.7 

National banks 

3013 

i 3957 


4180 

4025 

4563 

1173 

38.9 

Loans and invest- 
ments: 

Member banks . 

12153 

18507 

OOO 

25559 

21121 

21182 

13106 

105.3 

Non-member 
banks 

15833 

13300 

11330 

16125 

15880 

15771 

292 

1 S 

Total — All banks 

2S287 

31813 

30570 

41085 

39990 

39956 

13398 


National banks . . 

12005 

11122 

10075 

17823 

10004 

15756 

5818 

48 5 


♦ National bank statistics from Slatn,ticttt Abstract of the United Stales, 1029, p 2G8. Ail others from 
wlnnuat Iteport of the Federal Heserte Board, X92S, p III 


of the three classes of commercial banks — national banks, state banks, 
and trust companies. The total e.xpansion of deposits of these three 
classes of banks from June 30, 1917, to June 30, 1920, was $10,083,000,- 
000, just $403,000,000, or 4.1 percent, more than the calculated potential 
expansion. The fact that a considerable proportion of these banks 
were not member banks either at the beginning of the period or at the 
end of it, probably did not much affect the total credit expansion pos- 
sible on the basis of a given expansion of reserve banlc credit, since, as 
already stated, the only ultimate source of expansion was this reserve 
bank credit, and so much of it as was utilized by the non-member banks 
percolated to them through the loan and investment operations of the 
member banks. And the more of it that the non-member banks thus 
obtained indirectly, the less there was left for the member banks. 

The total increase in deposits of all banks — member banks and non- 
member banks combined — as given in Table X on page 568, includes 
the increase in the deposits of stock and mutual savings banks and private 
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banks, and does not, therefore, reflect as truly as the figures just given 
for commercial banks the true expansion in deposit currency of the 
country. The increase in savings banlts deposits amounted to $1,120,- 
000,000, and if this amount is subtracted from the increase for all banks, 
a figure is obtained just a little greater than the total increase for the 
three classes of commercial banks combined. The small discrepancy 
is accounted for by the deposits of private banks. But whether we 
take the increase m the deposits of all banks combined, or of the three 
classes of commercial banks combined, or merely of the member banks, 
the increase in every case is comparatively close to the potential in- 
crease calculated on the basis of an expansion of $10 in member bank 
deposits for every dollar of excess cash reserve held originally or ac- 
■ quired by them during the period under consideration. 

11. Calculated Potentlvl and Actual Exp.vnsion of Bank 
Loans .iVnd Investments 

As a check on this method of calculating potential expansion of 
member bank deposits with the actual expansion that occurred, we may 
use the following method of calculatmg the potential expansion of 
loans and inveslmenls of commercial banks and compare this potential 
expansion nith the actual expansion that occurred. In Chapter XXII 
we arrived at the conclusion that for every dollar of excess cash reserves 
held by the reserve banks, an expansion of credit by member banks of 
approximately $12 in the form of loans and investments was possible. 
This figure was based on the assumptions that average minimum cash 
reserves against deposits of the member banks was 10 per cent, and 
that drainage of cash into circulation and the requirements for till 
money of the banks were such that the reserve banks would need to 
advance $1 50 in reserve notes to the member banks for every dollar 
advanced in the form of reserve deposits. 

Now, during the three-year period under consideration the cash 
reserves of the reserve banks increased by $969,000,000, while their 
excess reserves declined by $383,000,000. Consequently, they used up 
during this period $1,352,000,000 of excess reserves. But during this 
period they had to issue about $1,157,000,000 of reserve notes to replace 
that much other money lost from circulation, and the required gold 
reserve of 40 per cent of this amount, or $463,000,000, reduced the 
amount of excess reserves used for credit expansion to $889,000,000. 
Multiplying this figure by 12, we get $10,668,000,000 as the total ex- 
pansion in loans and investments of member banks, or commercial 
banks, made possible by the operations of the federal reserve banks. 
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This falls $2,730,000,000 short of the total increase in loans and in- 
vestments of all banlvs in the country — member banlcs and non-member 
banks combined, amounting to $13,398,000,000. jMost of this excess 
can be accounted for by the increase in loans and investments of savings 
banks amounting to about $1,100,000,000, and by an increase of $893,- 
000,000 in the capital and surplus of all banks from June 30, 1917, to 
June 30, 1920. The increase in loans and investments of savings banks 
may properly be omitted from a consideration of expansion of com- 
mercial bank credit representing inflation of the currency; and the in- 
crease in capital and surplus of the commercial banks represents a source 
of loan and investment expansion not traceable, at least directly, to 
reserve bank credit expansion. If these two items, aggregating $1,993,- 
000,000 be subtracted from the $13,398,000,000 increase in loans and 
investments of all banks, we have left a balance of $11,405,000,000, 
just $737,000,000, or 7 per cent, more than oui' estimated potential ex- 
pansion based on the excess reserves used up during the period by the 
member banks — an estimate which was stated to represent a minimum 
rather than a ma.ximum. 

12. The Alleged Justification and the Results of Infl.vtion 

Having considered in detail the e.xtent of reserve bank credit and 
member bank credit inflation during the period from June, 1917, to 
June, 1920, and having explained why the latter was dependent almost 
entirely upon the former, it remains to consider the reasons W'hy the 
federal reserve authorities desired bank credit inflation and the results 
of this inflation when it came. The Secretary of the Treasury, ivhen 
^\e entered the war in April, 1917, whole-heartedly adopted the policy 
of inflation as the most expedient method of financing the war. This 
inflation was to be accomplished, not by the issue of inconvertible gov- 
ernment paper money, the method of inflation used during the Civil 
War, but through the medium of expansion of federal reserve bank 
credit extended to member banlvS by means of discount and open-market 
operations and reflected in a great expansion of federal reserve note 
circulation and member bank reserve deposits. The purpose of infla- 
tion was twofold. On the one hand, it provided the banks ivith funds 
to be used in the purchase of government bonds; and on the other hand, 
it provided them with funds to be used in financing business operations 
on a rising price level. The two purposes were closely interrelated. 

Against the advice of many reputable economists, the Secretary of 
the Treasury decided to finance the war primarily by sale of United 
States bonds rather than by heavy taxation, and he won Congress over 
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to his point of view. Thu bondb liad to be M)ld eilher to tlie general 
public or to the banka, or both. In order to induce the pubitc to buy 
bond.s liberally, it tsas deemed advisable for the banks to lend gener- 
ously to bond-buyer.", and to accept tlio bonds purcha.'itd as collateral 
for the loun-s. In order to induce the bank-S thcinselvc.'j to buy bonds 
on a large scale and to advance loans to their cu^tomens with which to 
buy bonds, it was considered de."inible for tin* reserve bank.s to lend 
generously to the member banks, accepting the government botuLs ns 
collateral for the loan", both as eolkiteral for the member bank.s’ dlv 
counted customers' notes under tin- original provi'-ion.s of tho Federal 
Reserve .\ct of 1912 and :is collateral for the member banks’ own prom- 
issory notes under the amendment of SeptembcT, 10 Hi. Tlie govern- 
ment received p.iyment for tho bonds thus is.siud and -old m tlie form 
of bank depo.-its subject to check, and its buying jiower, or command 
over commodities and labor, was correspondingly mcre.iscd. In cO far, 
however, asthe purcha.se of the bond.s \v:usaccomph"hed by means of c.v- 
pansion of bank credit, it did not ttsuU in a reduction of the commodify 
and labor buying power in dollars of the purchasers. They had jUst as 
many dollars in cash or bank depo.'its left w ith v. Inch to buy cominotlities 
and labor as before*. This e.\p.in.siou of the curiency and thus placing of 
two buyers in tho market for goods and labor w here thoa* had been only 
one before was bound to c.iuse a rise in prices unites them was a corres- 
ponding expansion in the quantity of gootls and l.ibor available, and no 
such e.vpansion was possible, particularly in view of the fact that millions 
of laborers were being drafted into the army and thus removed from 
industrial activities. The inevitable rise in prices, far from bt'ing un- 
welcome, was a dc.sirable outcome from the point of view of the infla- 
tionist policy of financing the war. It stimul.ited business activity to 
the utmost and kept all available labor employed in tho production of 
goods for military and other purposes, and the great profits kcj'cd up 
the business men to do their best for doll.ii-s and country. Thus the 
Government was assured of a great supply of goods with which to win 
the war, even though the penalty was a rajiidly mounting war debt for 
goods purchased at higher and higher prices. Some effort was made 
to keep the rise in prices from getting quite out of bounds by fi.ving 
max im u m prices for various products during tho war, notably in the 
case of wheat and com, a lasting cause of gricvaincc to the farmers, who 
were thus prevented from “profiteering" to the utmost during the 
period of mfiation, although suffering most extremely from the inevdta- 
ble period of deflation. 

Whether or not the deliberately managed inflation and enormous 
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bond issues for goods bought at inflated prices represented the best 
means of financing the war, or whether inflation was necessary to win 
the war, remains a debatable question. But whatever opinion one may 
hold on this point, there can be but little doubt that inflation did an 
immense amount of damage to the country, and was continued long 
after the war ended, when it was indefensible. And there are good 
reasons for doubting that inflation actually achieved such great ex- 
pansion of industrial production as to have justified its use. To sup- 
port this point of view, some additional facts will be presented relating 
to bank credit expansion and some statistics will be given bearing upon 
the rise in prices and the effects of inflation upon industrial activity. 


Table XII. Prices and Industrial Production in the United States: ' 

1917-1922 * 





Year 



Change, 
1917-20 
(per cent) 


1917 

1918 

1919 

1920 

1921 

1922 

Price index of 20 
basic commodi- 
ties: (1913 = 100) 
June 

221 

205 

205 

289 

121 

141 

-{-30.8 

Average for year . . 

198 

205 

209 

253 

130 

139 

-b27.8 

Retail food price in- 
dex (1913 = 100) 
June 

162 

162 

184 

219 

144 

141 

•4-44.1 

Average for year . . 

146 

168 

186 

203 

163 

142 

4-39.0 

Genenal price index 
(1913 = 100) 

June 

142 

163 

170 

199 

102 

158 

4-40.1 

Average for year . . 

139 

157 

173 

193 

163 

158 

4-38.8 

Standard’s Index of 
Industrial Pro- 
duction (Normal 
of January 1923 
= 100) 

Average for year . . 

99.9 

97.0 

89.9 

94.2 

71.6 

93.2 

- 5.7 


♦ 5^aruiar(i Sfatisiical Buikiin, 1930-31. Published by Standard Statistics Company. Basic com- 
modity price index and index of general prices, original source, Federal Reserve Bank of New York 
Retail food price index, original source. United States Bureau of Labor Statistics. 


The table on Bank Deposits in the United States on page 568 shows 
that between June, 1917, and June, 1920, deposits of all banks increased 
,43.1 per cent, and deposits of the three classes of commercial banks — 
national banks, state banlcs, and trust companies — increased 49.2 per' 
cent. The table on Bank Loans and Investments on page 569 .shows 
that total loans and investments of all banlcs increased 47.4 per cent in 
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the same period. Now, as compared with these increases in bank deposits 
and bank loans and investments, we find, as shown in Table XII on Prices 
and Industrial Production, that the index of general prices rose 40.1 per 
cent from Jime, 1917, to June, 1920, and that the inde.x of mdustrial pro- 
duction not corrected for secular trend fell 5.7 per cent during the same 
period. These figures, to say the least, do not indicate that inflation was 
particularly efiicacious in stimulating production of goods. Its energy, on 
the contrary, seems to have been directed toward the raising of prices ex- 
clusively. This conclusion is, however, not quite fair, since we must bear 
in mind that several millions of men were taken out of industrial ac- 
tivity and drafted into the army, so that industrial production perhaps 
did well to come as near holding its own from 1917 to 1920 as the figures 
indicate. Yet in 1920 a good share of the men taken out of industry 
and into the army had returned to work, and inflation was still on — 
the break did not come until the middle of 1920. 

If, instead of the inde.x of general prices for June, 1917, and June, 
1920, we take the index showing the average for each of the two years, 
the result is little different — the increase for the average of the year 
1920 over the average of the year for 1917 was 38.8 per cent. The 
index of basic commodities during this period rose less and the inde.x of 
retail food prices rose more than the mdex of general pnces, but the 
latter is probably the best measure of the effect of iuflation on prices. 

There is considerable doubt that inflation as a method of financing 
the war was justified on the assumption that it facihtated the sale of 
government bonds and stimulated mdustry. Conscription of industrial 
plants and labor would probably have yielded more effective results in 
production of goods, and would not have left the country burdened after 
the war with such enormous war debts and such disastrous maladjust- 
ments of prices as resulted from the policy of inflation. 

The rise in prices just referred to, it must be remembered, was piled on 
top of .great increases that had already occurred between 1913 and 
1917 — increases for which the war policy of the Federal Reserve Board 
and reserve banks cannot be held responsible. Since the general level 
of prices in Jime, 1917, was already, as indicated in our table, 142 per 
cent of the 1913 level, a 40.1 per cent increase on top of that was a 
57 per cent increase on the basis of 1913 as 100 per cent. Of the total 
rise in general prices of 99 per cent from 1913 to June, 1920, 57 per cent, 
or more than half, occurred during the period when credit expansion was 
practically completely under the control of the Federal Reserve Board. 
Similar remarks apply to the rise in prices of basic commodities and 
retail food prices. 
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While basic commodity prices rose only 30.8 per cent from June, 
1917, to June, 1920, this increase raised the index based on 1913 prices 
as 100, from the already high level of 221 in June, 1917, to 289 in June, 
1920, almost a threefold increase in eight years. The retail food price 
rose from 152 per cent of the 1913 level in June, 1917, to 219 per cent 
of the 1913 level in June, 1920, the prices of many food products, of 
course, increasing in much greater ratio. Among the evils immediately 
resulting from this inflation were the increased cost of living to persons 
living on more or less fi.xed incomes, the maladjustments of prices that 
resulted from some prices rising more rapidly than others, the growth 
of speculation in securities, commodities, and real estate, and the de- 
velopment of extravagant tastes and notions of superiority in persons 
benefiting more or less accidentally from the inflation in the way of 
higher wages, profits, or rents. 

13. Defiation 

When the time came to decide between calling a halt on inflation 
and abandoning the gold standard, the banking officials chose to retain 
the gold standard. They probably did not intentionally set in motion 
the machinery of deflation. But, as previously explained, deflation 
sets in automatically upon the heels of inflation when, for any reason, 
inflation ends. At the top of a period of expansion a great part of the 
demand for coiiunodities, real estate, and securities is represented by 
the demand on the part of speculators for the rise, many of whom are 
overextended. When credit expansion ceases, prices cease to rise, and 
some speculators unload. Prices drop, and every drop precipitates 
additional selling on aU the speculative markets, causing further de- 
clines, and more selling, and so on in the vicious circle of deflation. 

The decline in commodity prices and industrial production following 
the inflation period of 1914r-1920 was embraced almost wholly in the 
period from June, 1920, to June, 1921, and the extent of this decline 
is fairly represented by the statistics given in the table of Deflation 
Statistics on page 576. In some cases the high point of production and 
prices came before June, 1920, and in some cases the low point came 
after June, 1921. But the June figures are near enough to the high 
and low in all cases to make the various deflation statistics fairly com- 
parable, even though they do not represent the absolute high or low 
in each case. The figures selected for our Deflation table reflect many 
of the typical evils of a period of deflation, and may be briefly con- 
sidered to advantage. 

Beginning with the top section of Table XIII, it may be observed 
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Table XIII. Deflation Statistics: 1920-1922 * 


Item 

Juno 

1020 

Juno 

1021 

Juno 

1922 

Decline from June. 
1920. to June, 1921 
(per cent) 

Wholesale commodity price inde.xes: 
U.S. Bureau of Labor Statistics 
(1926 = 100) 

All commodity index 

160.5 

93 4 

96.3 

43.9 

Non-agricultural products 

105 2 

96.0 

97.1 

41.3 

Farm products 

167.4 

80,6 

92.8 

51.9 

Raw materials 

160 0 

81 2 

93 5 

51.1 

Finished (manufactured) products 

150 7 

100.7 

97.5 

35.7 

Index of farm prices: U.S. Depart- 
ment of Agriculture (1909-1914 
= 100) 

All farm commodities 

234 

1 

1 

110 

128 

53.0 

Grains 

2S3 

117 

111 

58.7 

Meat animals 

1S2 


121 

42.2 

Cotton and cottonseed 

301 

78 

160 

74.1 

Index of factory employment: Federal 
Reserve Board (1923-1925= 100).. 

110 9 

81.3 

89 5 

26.7 

Index of factory payrolls. 

125 2 

70 1 

SO 4 

39.2 

Production statistics 

Steel ingot: daily average in thou- 
sands of tons 

136.1 

41.1 

120.3 

69.8 

Ckipper: 1000 short tons 

52.8 

9.7 

47.6 

81.6 

Bituminous coal: millions of tons . . 

46.1 

34.6 

23.1 

24.9 

Gasoline: million barrels 

9.9 

10.3 

12.5 

(inc.) 4.0 

Wheat — annual production: 

Acres harvested, imllions 

61.1 

63.7 

1 

62 3 

(inc.) 4.3 

Yield, imllions of bushels 

Average weekly freight car loadings, 
in thousands 

833.0 

814.9 

867.6 

2.2 

860 

765 

842 

11.0 


Bank credit statistics: Comparable statistics are found in the tables on pages 561, 
568, and 569. The table on Money in Circulation in the United States on page 
567 may also be compared with the statistics in this table. 


* All statistics m this table except those on wheat acreage are taken from the corapilationa of the 
fiiamiard iStolisUcaf BiUUtin, 1930Hi931, where the original sources are indicated. 

that the decline in the All Commodity index from June, 1920, to June, 
1921, was from 166.5 to 93.4, or, on a percentage basis, 43.9 per cent. 
But agricultural products declined more sharply, to the extent of 51.9 
per cent, while non-agricultural products declined less sharply, the de- 
cline here being only 41.3 per cent. These figures indicate, but mini- 
mize, the decline in the farmer’s purchasing power. The products 
which the farmer buys — non-agricultural products — declined less in 
price than the products which he sells. But the decline in his buying 
power was much greater than the spread between a decline of 41.3 per 
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cent and a decline of 51.9 per cent indicates. The indexes are those of 
wholesale prices. The decline in farm prices was relatively greater than 
the decline in wholesale prices, because the farm price is the wholesale 
price le&3 the co.st of transjjortation to market. If, for example, the 
wholesale price of wheat in Chicago is $2, and the freight rate is 20 
cents, the farm price may bo .$1.80. If, now, the wholesale price drops 
to $1, and the fi eight rate remains the same, the farm price drops to 
SO cents. The drop in the wholcsidc price is 50 per cent, but the drop 
in the farm price is 55.5 per cent. For similar reasons the prices the 
farmer pays at retail for the things he buys drop less rapidly than the 
prices of these things at wholesale. 

The second section of the table throws more light on the decline in 
prices of farm products, since it shows the decline of the prices of these 
pioducts on the farm. Here it is seen that the decline ranged from 
42.2 per cent for meat animals to 74.1 per cent for cotton and cottonseed. 
The decline for gtain was in between the e.xtremes, at 58.7 per cent. 
Obviously, the money income of the grain and cotton farmers shrank 
in much greater proportion than their costs of production and their 
cost of living — repicseutcd largely by prices of non-agricultural 
products. 

The explanation for the relatively greater decline of agricultural 
prices, as compaied with the prices of non-agricultural products, is 
found in largo measure in the production statistics in the fourth section 
of our table. Manufacturing industries, particularly if they are monop- 
olized, as the iion and steel and copper industries, curtail output sharply 
when demand declines during a period of deflation and thus maintain 
prices on a higher level than would be possible otherwise. Highly 
competitive industries lfl;e agriculture do not curtail production. In 
agriculture the seasonal nature of production is a complicating factor 
aside from the condition of unbridled competition. Once the crop is 
planted, restriction of output lies largely outside the control of the 
farmer — the size of the crop then depending upon the nature of the 
season. A third factor tending to maintain production in agriculture 
at a high level during depressions is the fact that nearly all costs of the 
landowning farmer are indirect or constant — even labor costs, since if 
the labor of himself and his family is not devoted to production of farm 
crops, it largely goes to waste. Outside employment is difficult to find 
at most times, and practically impossible to find when sharp curtailment 
of industrial production has swollen the army of the unemployed. 

Note that the production of steel ingots fell 69.8 per cent and the 
production of copper 81.6 per cent from Jime, 1920, to June, 1921, while 
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the number of acres of wheat harvested was actually 4.3 per cent greater 
in 1921 than in 1920, and this crop ivas all sown after the industrial 
depression had settled down on the country and the price of wheat had 
broken violently. The total wheat yield fell slightly because of a 
decline in the yield per acre. 

Because the more highly competitive industries curtailed output 
less than the manufacturmg industries, the total physical volume of 
trade slumped less violently than might have been expected — car 
loadings fell only 11 per cent during the year. Obviously, if agriculture 
and coal-minmg had curtailed to the extent of the steel and copper 
industry, car loadmgs would have declined much more severely. On 
this point more will be said in the next two chapters. 

Not only does a period of deflation bring a spread between the prices 
of agricultural and non-agncultural products, and between products 
of monopohzed and non-monopohzed industries, but it brings a spread 
between the prices of raw materials and the prices of finished products, 
as shown in the first section of our Deflation Statistics table. Raw 
materials declined m price 51 per cent from June, 1920, to June, 1921, 
while finished products dechned only 35.7 per cent. A partial explana- 
tion of this difference is that the demand for consumers’ goods remains 
more persistent and dechnes less rapidly than the demand for producers’ 
goods after the depression sets in. 

The third section of Table XIII represents a phase of depression so 
familiar that it hardly needs to be mentioned — namely, the decline in 
factory employment and payrolls. As the factories, whether by monop- 
olistic agreement or otherwise, restrict output rather than accept the 
alternative of a sharp dechne in prices of their products, many employees 
are discharged, and others are placed on part time; wages at the same 
time are cut, since workmen are then in too weak a strategic position 
successfully to oppose a reduction in pay. Because of the cut in wages 
and the part-time employment, payrolls decline more rapidly than 
factory employment. During the year in question, it will be noted that 
factory employment dropped only 26.7 per cent, while factory payrolls 
dechned 39.2 per cent. 

Every index of price or production in the Deflation Statistics table 
points to a misfortune for someone. The sharp decline in prices of com- 
modities in general meant huge inventory losses to practically all busi- 
ness men, whether manufacturers, wholesalers, or retailers. And these 
losses on inventory were multiplied by the fact that during the slump 
in prices stocks of goods on hand were mounting as sales diminished. 
To the already large stocks on hand many business men were receiving 
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additions as orders given before the break in prices were being filled. 
Many of the less scrupulous business men evaded this difficulty by 
cancelling orders, but this merely threw the burden of the unsold stock 
on hand back upon the firm which had undertaken in good faith to fill 
the order. 

The farmers, unable to restrict output, suffered the most severe decline 
in prices, and their money income fell much more sharply than their 
necessary costs of production and living expenses, making it impossible 
for many of them to meet their obligations, and throwing thousands into 
bankruptcy, particularly those who had unwisely bought more land 
than they could pay for during the boom in farm lands of 1919 and 
early 1920. Manufacturers suffered less from falling prices because 
they curtailed output, but their gross earnings were cut the more sharply 
because of their curtailed production, while their overhead expenses, 
including interest on bonds and taxes, did not decline in proportion. 
Naturally, many were forced into bankruptcy as were many retailers 
caught with large stocks of goods on band which they were unable to 
sell at the prices paid for them. 

A decline of 20.7 per cent in factory employment meant, of course, 
the discharge of several million employees, many of whom remained 
without work for months, and some of whom never regained their posi- 
tion in industry. The decline of 39.2 per cent in pajrrolls meant hard- 
ship for many families, too many of whom had but slender incomes 
even during the period of war and post-war prosperity. The railroads 
suffered from the decline in traffic, but had some compensating ad- 
vantages in a reduction in costs of operation and continued high freight 
rates. 

The decline in the cost of living was welcome to consumers of all 
classes, but the wage-earners as a class found the cost of living declining 
less than their payrolls, and the farmer’s cost of living remained rela- 
tively higher than his money income. Persons enjoying fixed money 
incomes from such sources as government bonds, sound corporation 
bonds, and mortgages and steady salaries gained substantial advantages 
from the decline in the cost of living and increased buying power, but 
many of them suffered losses in investments which offset these gains. 

On the whole, deflation was unwelcome. The decline in prices of 
commodities, securities, and real estate, the vast amount of unemploy- 
ment and the cuts in wages and salaries, and the thousands of business 
failures and some hundreds of bank suspensions created a great amount 
of dissatfafaction,^ and the people began that search for the villain re- 
sponsible for the misfortunes of deflation which is characteristic of all 



580 THE PIKST PERIOD OF INFLATION: 1914-19£0 


our periods of deflation. There developed a strong inclination to make 
the Federal Reserve Board and the reserve banks the scapegoats in the 
case — the Reserve Board, the reserve banks, and the New York bankera 
representing the embodiment of the “money power” in 1920. 

14. The Reserve Banks and Deflation: 1920-1921 

The cold facts, as contrasted with the heated arguments of the con- 
genital inflationists, do not support the contention that either the reserve 
banks or the member banks deflated agriculture, business, and the 
speculative markets in securities, real estate, and commodities during 
the deflation years of 1920 and 1921. The facts point quite plainly to 
the conclusion that the speculators, agricultural and otherwise, and 
business men vigorously deflated one another in a hurried effort to step 
out from imder when the speculative structure erected with their sup- 
port collapsed. The most that can be truthfully charged against the 
Federal Reserve Board and the reserve banks in this respect is that late 
in 1919 and more decisively early in 1920 they began to resist the pres- 
sure for further inflation, when further inflation would almost certainly 
have resulted in the abandonment of the gold standard. In December, 
1919, the Federal Reserve Bank of New York raised the discount rate 
on paper secured by United States Treasury certificates from 4.25 to 
4.75 per cent, and most of the other reserve banks increased the rate 
from 4.25 to 4.5 per cent in November or December of that year. 
There were similar small increases in the rate of discount on other types 
of paper at this time. Late in January, 1920, rates at all reserve banks 
were advanced. These advances were followed by additional advances 
until in some cases the rate was increased to 7 per cent in May and 
June, 1920. 

Aside from this general increase in discount rates, the inflationists 
had a special source of grievance in the so-called “progressive rate” 
applied by the Reserve Banks of Atlanta, Dallas, St. Louis, and Kansas 
City, imder the provisions of the Phelan Act. The progressive rate was 
applied to member banks of these districts as a penalty for excessive 
use of reserve bank credit. It is obvious that when a reserve bank’s 
reserve ratio is near the minimum, and it can e.xtend but a limited 
amount of additional credit to its member banks, everj’- dollar of credit 
obtained by one member in excess of its fair share reduces the amount 
available to some other member below its fair share. A formula was, 
therefore, devised by means of which each bank’s fair share could be 
calculated, and banks requesting loans in excess of this amoimt were 
penalized by an e.xtra charge in e.xcess of the normardiscount rate, the 
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extra charge increasing with the amount of the excess loans. It was 
alleged that some banks were charged rates ranging from 10 to 87.5 
per cent, but as a matter of fact compaiatively few banks paid such 
rates and then only on a small part of their excess borrowings. The 
average rate of discount for the districts in which the progressive rates 
were applied was lower in some cases than the average rate in other 
districts. The fact that the four districts in which the progressive rates 
were applied were all agricultural districts appeared to afford a basis 
for the charge that the "money power,” in the guise of the Reserve 
Board, the reserve banks, and the Wall Street bankers, was deflatng 
agriculture. 

Admitting that the Reserve Board and the reserve banks started the 
deflation ball rolling by discouraging further inflation tlirough advanc- 
ing the discount rate substantially durmg the first half of 1920, let us 
pass on to examine some more statistics of deflation, and note whether 
or not they support either the view that the member banks deflated 
business and agriculture, or that the reserve banks deflated the member 
banks, and thereby deflated business and agriculture. 

15. DEFL.1TION rN Speculation jAnd Business PnEcEOBO Bank 

Deflation 

It has previously been shown that deflation both of business and 
bank credit ivas practically completed betiveen June, 1920, and June, 
1921. If, now, the tremendous decline in commodity prices and busi- 
ness activity and the breaks on the stock market had been preceded 
or accompanied by equally sharp deflation of member banlc and reserve 
bank credit, theie ivould be some ground for assuming that bank credit 
deflation ivas cause and business deflation effect. If we observe the 
statistics for June, 1920, and compare them with those for June, 1921, 
we might conclude that there actually had been this cause-and-effect 
relation. If, hoAvever, ive interpose between the figures for June, 1920, 
and those for June, 1921, a third set showing conditions as they had 
gradually developed up to December, 1920, we are forced to the con- 
clusion that both reserve bank credit and member bank credit deflation 
Avere the result, rather than the cause, of business and speculative de- 
flation, for in this case effect can hardly have preceded cause. 

Observe in Table XIV that in December, 1920, total bills discounted 
by reserve banks for member banks e.xceeded the amount in June, 1920, 
by nearly §300,000,000, ivhile total reserve bank credit outstanding, as 
represented by total earning assets, had increased §80,000,000 during 
this six-month period. Obviously, this does not appear to indicate that 



582 THE EIBST PERIOD OE mPIATlON: 1914-1920 
XIY. “ 

THE United States; 1920-19-i 


Item 


Federal reserve banks; * 

Total bills discounted 

(millions of dollars) 

Total earning i^ets 

(millions of dollars) 

Member banto’ r^erve 

FedSai°^erve note circuiation 

of dollars) 


Jiine, 

1920 


December 

1920 


Member bank statistics, in milHons of 
dollars; t 

Loans 
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All farm commodities. . 
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120.7 
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113.2 
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91.2 

76.6 
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2,051 
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23,350 
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93.4 
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110 
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78 

110. 
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,9 

2 
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99 6 

81.3 

76.1 


83.7 

69.1 


High 

1931. 
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country, particularly in view ( 



DKFrATIOX IN SPECULATION AND BUSINESS 583 


in circuhitiDiJ increased alao during this [K-riod iroiu $o, -108, 000, 000 to 

§,•),(> 1 2 , 000 , 000 . 

Turn next to the (lucstion of whether the mi mber bunks doflated bufei- 
nei! 3 , agriculture, and the stock market, by curtailing credit. I'rom 
June to December total loans of member bank.-i to their customers rose 
.slightly from $l9,.xl3,000,000 to $10,555,000,000, invc.stment.s declined 
.slightly, and total loans and inve.stments fell from $25,550,000,000 to 
$2.5, .53 1, 000, 000, or $2.8,000,000, or a little Jiiore than one tenth of 1 per 
cent. Total depo.sits declined more .substantially, from $25, 10 1,000,000 
to $21,220,000,000, or a little more than 4 per cent, this decline being 
the result in part probably of the withdniw.al of deposits by frightened 
depo-sitora or by {jcrhon.s out of work to defray living expenses. At any 
rate, none of these figures indic:ito.s a great deal of deflation. In con- 
tnest are the lUx’linea in commodity prices, factory employment and 
payrolls, and imliLstrial stock prices. From June to December the all 
commodity price index fell 10 points, or more than 25 i)cr cent; the 
farm prothict.s index fell 03 points, or 37.5 per cent; the index of farm 
prices fell 91 points, or 40.2 per cent; the index of gr.iiu pria-s fell 145 
points, or .51.2 per cent; tlie index of cotton prices, 200 points, or 00.5 
per cent; the index of factory employment fell 18.0 jwr cent, and of fac- 
tory payrolls, 20. 1 per cent. .A.s for the price.s of industrial stocks, their 
deflation had begun long lx'ft>re, in November, 1919, and they suffered 
another decline of 19.5 per cent from the high of June to the high of 
December, 1920. In the face of these statistics it seems rather absurd 
to attribute the deflation in prices and the decline in indastrial activity 
from June, 1920, to DecemlM,'r, 1920, to deflation of bank credit. Fed- 
eral reserve bank credit, memlx'r bank credit, and money in circulation 
during this period of sharply declining prices and business activity 
cither increased or dccrea.H’d only slightly'. The deflation came from 
within the price and business structure, not from tho banks. This is not 
to say that restriction of bank credit cannot and will not cause declines 
in price.s and industrial activity, but merely to iwint out that it did not 
do so in 1920. The price collapse becamu inevitable when the reserve 
banks halted inflation, a step they had to take to preserve the gold 
standard; it received impetus from post-war crises developing in foreign 
countries, particularly in Japan and Germany, and from falling prices 
the world over. If as a result of tho sharp decline in prices, our banking 
structure hud become so undermined tiiat bank-s had failed in great 
numbers, and a banking panic had developed with rims on banics in 
cases’, and withdrawals of largo sums of cash quite general, tho banks 
would have resorted to more drastic deflation — scaling down of loans 
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and investments — and this would have intensified the deflation and 
prolonged the ensuing depression. As it was, deflation of bank credit, 
except m the case of some of the weaker banks, was mild — and by 
June, 1922, bank deposits were abeady greater than a year before, 
while loans and investments had begun to recover. 

Busmess expansion and 'recovery in commodity prices came also in 
1922, as may be observed from the statistics in Table XIII. Most of 
the indexes in that table stand higher in June, 1922, than in June, 1921, 
at which time they were near the bottom. 

16. Causes of the Pbompt Recovery 

Space does not permit here an extended analysis of the causes of the 
prompt recovery from the crises and depression of 1920-1921. It may 
be stated, however, that recovery was aided by the fact that the banking 
structure was not so severely shaken that widespread forced liquidation 
of loans and investments set m. Even at the bottom of the depression 
bank loans, deposits, and investments stood not very far from the top 
for all time, relatively speaking. There was no such stunning crumbling 
of prices of stocks and bonds as during the depression of 1929-1933. 
Only those business enterprises were forced to the wall that had e.x- 
panded incautiously on borrowed funds during the height of the boom. 
The decline in farm prices did not utterly destroy the purchasing power 
of the farmers, since many of them had prospered abnormally during 
the preceding years of high prices, and could hve for a while on their 
“fat.” They had paid off debts and had money in the bank. The wage- 
earners who lost their jobs in many cases had Liberty bonds which they 
could sell to meet necessary expenses. Buying power declined less 
than farm income and wages, so that depression in industry and un- 
employment did not become so serious as it might otherwise have be- 
come. Then a great foreign demand for American products soon 
developed, stimulated by American loans to foreign buyers. Fmally, 
the great shortage in buildings of all kinds that had developed during 
the war quickly set in motion a building boom. In short, conditions 
generally favored a quick recovery from the sharp collapse of prices 
and busmess activity. The very suddenness of the decline in itself 
favored a speedy recovery. The decline was overdone probably because 
of an uneasy feehng everywhere that a severe post-war collapse was 
inevitable. 



Chapter XXIV 

THE SECOND PERIOD OP INI«'IATION: 1923-1030 

1. InKJ^\TIOK ah CoMWOXLy U.S'WEIiHrOOD 

The tcnu ‘‘iiUlutioii” is commonly Jifc&ociiilcd with n diarp general rEo 
in commodity prices accompanied or followed by a bimilar rise in money 
wages. Such a rise in prices and wages, fur a’a-son-s already dEcussed, 
tends to generate rising profits, and thus justifies higher prices for cor- 
poration common stocks on the b.isLs of iuercased earnings per share. 
It tends also to justify higher prices for income-producing real estate 
on the basis of the larger income yielded by such property — a general 
doubling of prices and costs of production tending to re.suJfc in a doubling 
of net income on such property, even though costs rise e.sactly in pro- 
portion to prices. If, for example, the value of the crop on a piece of 
agricultural land is SIO au aero, and the cost of production is SO, the 
net income E 31. But if the value of the crop doubles and cost doubles, 
the net income grows to $S. Should the rEe in cosf.s lag behind the 
rise in the price of the product, as it tends to do, the net income will more 
than double when the price of the product doubles, and the price of tlio 
land may rise more rapidly than the price of tiio product produced 
upon it. 

A general rise in the prices of commodities and wages of labor tends 
also to justify a rise in the pricra of income-producing property on the 
b.asis of increased cost of production or reproduction. The plant and 
equipment of a manufacturer imiy have cost .$1,000,000, but a doubling 
of commodity prices and wages would cause the cost of duplicating it to 
rise to $2,000,000. ThE increase in cost alone would not directly cause 
the income produced by it to incrca.se in proportion. But it would 
protect the owner of the plant from competition by plants now'Iy con- 
structed by competitors so long us his own earnings did not represent 
a fair return on twice the original cost of h s plant, and by thus afford- 
ing him protection in largo measure from competition would permit 
him to enjoy the largo earnings accruing more or less n.aturally from 
the growing .spread between the value of his product and his costs of 
production that E typical of a period of rEing commodity prices. 

A general rise in commodity prices is, therefore, commonly accom- 
panied or shortly followed by a rise in the prices of real estate of all sorts 
and a sharp rise in the prices of common stocks, particularly common 
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stocks of corporations having relatively large issues of bonds or pre- 
ferred stocks outstanding, -with the common stock representing merely 
equity ownership, often of an attenuated character. During such a 
period of inflation there develops a great deal of speculation to three 
more or less distinct fields — common stocks, real estate, and commodi- 
ties. It is inflation of this type that grows out of the financing of wars, 
as in the case of our own Civil War, and more recently the World War. 
The rise in commodity prices is caused by the combination of the great 
additional demand for commodities represented by the war demand, 
and the expansion of the volume of paper money and bank credit. 
In terms of the Equation of Exchange, MV plus M'V equals PT, M 
or M', or both of them, are increased, while T, the physical volume of 
trade, remams imchanged or increases but little. P, or the level of 
prices, must therefore rise unless V, or V declines, and both of these 
factors are, on the contrary, more likely to increase than to decline 
under the excitement of war psychology and war demand. 

' 2. Inflation with Declining Commodity Peices 

But while rising commodity prices are typical of periods of inflation 
and are commonly used as an index of the extent of inflation, it is pos- 
sible by improper expansion of money and bank credit to generate 
inflation and its major evils without a general rise in commodity prices. 
The rise in prices and the speculation may be centered in securities and 
real estate. This was the case in the seven-year period of inflation in 
the United States from 1923 to 1929. During this period the trend of 
wholesale commodity prices was mildly downw^ard, while money wages 
on the average rose comparatively little. Yet the Standard Statistics 
Company’s Weekly Index of 404 common stocks showed a range from 
a low of 63.7 in 1923 to a high of 228.1 in 1929, an increase of 258 per 
cent in six years, or an average increase of 43 per cent a year, uncom- 
poimded. No corresponding index of the lise in real estate prices is 
available, but in many parts of the country urban real estate enjoyed 
a boom comparable to the spectacular rise in the price of stocks, the 
peak of the boom in various sections coming at different times, and in 
many cases antedating the climax of the rise in stocks. 

To most persons the concept of inflation accompanied by a period of 
slowing declining commodity prices seemed paradoxical, and many denied 
the e.xistence of a state of inflation until the overe.xtended structure of 
credit came tumbling down about their ears, and some continued for 
a time to deny it even then. A careful e.xammation of statistics of 
bank credit and speculation shows clearly, however, that from 1923 
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to 1929 inclusive, there developed in the United States one of the most 
gigantic orgies of inflation and speculation based on inflation in the 
whole history of money and banking. In the following pages of this 
chapter the nature, the causes, and the results of this inflation will be 
discussed in some detail. 

3. Reasons FOit Choosing 1923 as the Base Ye^vb 

It will be convenient to begin the discussion of this period of in- 
flation wth a brief consideration of the reasons for choosing 1923 as 
the base year from which to measure the degree of e.xpansion in busi- 
ness and speculative activity and bank credit. The year 1921 might 
logically have been used as the base year, since in this year the bottom 
of the post-war depression was reached in business activity, stock prices, 
and bank credit. The year 1922 might also have been logically chosen, 
since by the middle of 1922 recovery from the depression was well imder 
way, and expansion after this date might well have been considered as 
marking the beginning of a new period of inflation rather than merely 
recovery from the preceding period of deflation. 

By the middle of 1923 activity in many lines had fully made up the 
losses of the depression of 1921, and in some respects 1923 may be 
considered to have been a year of abnormally great activity, and for 
this reason it might not seem desirable to use the statistics of business 
and financial activity of this year as bases upon jwhich to calculate the 
degree of expansion in the following period of inflation. But it is for this 
very reason that the writer has chosen 1923 as a base year. It is desired 
to emphasize the importance of the extraordinary expansion of bank 
credit during this period, and there is no better way of doing so than to 
measure the expansion from the peak year 1923, when bank credit 
expansion had more than made up the losses of the crisis and depression 
of 1920 and 1921, to the peak year 1929, six yearn later. There is perhaps 
nothing reprehensible in bank credit expansion marked in character if 
it follows merely as a natural reaction from a preceding sharp deflation. 
But what can be said in favor of bank credit e.xpansion which resulted 
in a doubling of bank deposits and of loans and investments in a period 
of six years, 1914-1920, and after a sharp recession made up this loss 
and more than made it up by 1923, and then piled up an additional 
increase of approximately 33 per cent in deposits and in loans and invest- 
ments during the next six years? What, if anything, may be said m 
defense of such an expansion of bank credit piled upon expansion of 
bank credit depends upon other economic and financial developments 
during the period of expansion. It will be interesting, then, to note in 
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such detail as is possible within reasonable limits of space what occurred 
during the period from 1923 to 1929 in the economic activities of the 
United States in general. 

4. E.VIININGS, Book V^vltje, .vnd Prices op Stocks 

While the speculative orgy that culminated on the New York Stock 
Exchange in October, 1929, carried the prices of the majority of common 
stocks far above the level that could be reasonably justified either on 
the basis of the book value of the property they represented or their 
probable future earning and dividend-paying power, a very considerable 
rise in the prices of most common stocks was apparently justified during 
this period on the basis both of book value and prospective earning power. 

The period from 1923 to 1929, inclusive, was, in the United States, 
one of more or less sustained prosperity for most of the corporations 
whose stocks wore listed on the New York Stock Exchange. With minor 
setbacks in 1924 and 1927, business activity and commodity prices 
remained unusually stable, so that toward the end of this period there 
was much talk among business men and by some economists about a 
new era in which crises and depressions had become things of the past. 
During this long period of stabilized prosperity the earnings and dividend 
payments of American corporations steadily increased, year after year, 
in the aggregate, the total dividend payments, as compiled by Standard 
Statistics Company, rising from an average per month of $80,270,000 
in 1923, a very prosperous year, to an average per month of $245,000,000 
in 1929, an increase of 205 per cent. In the case of many of the stronger 
concerns the rate of increase was even greater. In the opinion of inves- 
tors and speculators this great increase in earning power justified a great 
rise in the prices of common stocks, and a higher investment rating for 
the senior securities of the corporations — bonds and preferred stocks. 

The ultimate basis of valuation of any investment or income-yielding 
property is the prospective future income capitalized at a yield which 
takes into consideration its certainty and stability. A guaranteed per- 
petual income of $1 a year, if the current rate of return expected on such 
an income is 4 per cent, will be valued at twenty-five times the annual 
income, or $25. If, however, there were little assurance that the income 
would continue after the first year, the valuation placed upon it would 
be but little more than $1. Estimates of probable future income yielded 
by any investment are based primarily upon past and present earning 
power and secondarily upon cost of reproduction of the income-yield- 
ing property. The longer the earning power has been sustained with- 
out a serious break and the greater the tendency that has existed for 
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it to increase, the more assurance there seems to be of its continued ex- 
istence and expansion. The conditions that e.xisted from 1923 to 1929, 
therefore, tended to cause investors and speculators alike to bid the 
prices of common stocks confidently upward — not only were the earn- 
ings expanding rapidly, but the long-continued rise in earning power 
and dividend payments seemed to afford justification for the belief that 
a steadily rising income was assured. Under the circumstances the ma- 
jority of buyers believed that the prices of common stocks might rear- 
sonably rise in even greater proportion than the income yielded, since 
the income was every year increasing not only in size but in certainty, 
so that it might logically be capitalized on a lower-yield basis. 

It was toward the end of this period of e.xpanding earnings and un- 
bounded optimism that a great speculator became the unofficial spokes- 
man for the whole speculative movement by declaring that good common 
stocks should sell for not less than fifteen times annual earnings — that 
is, on less than a 7 per cent yield basis. The tendency for prices of com- 
mon stocks to rise more rapidly than actual dividends paid upon them is 
shown by the fact that the average dividend yield on the market prices 
was, in 1926, 4.96 per cent, while by September, 1929, before the first 
stock market crash, the yield had fallen to 2.92 per cent.‘ The yield 
calculated on earnings, and not on dividends paid, would, of course, have 
been higher at both dates, but would also have been much lower in 
September, 1929, than in 1926. 

While the increase in the amount of earnings and dividends and the 
apparent increase in the certainty of such earnings and dividends were 
the chief reasons for the rise in security prices, the book value of the 
common stocks in large measure supported the higher prices in some 
cases. During the period from 1923 to 1929 the general commodity 
price level had apparently become stabilized somewhat above 140 per 
cent of the pre-war level, and the cost of building at more than 190 per 
cent of the pre-war level, so that the cost of reconstructing industrial 
plants was much greater than the original cost of those built before the 
war. During the period of war and post-war prosperity many industrial 
concerns had not only made good the depreciation of their plants during 
the period, but had “plowed” in large earnings, so that they had plants 
actually larger and with greater capacity of output than before the war. 
On a book value basis their common stocks were worth a great deal more 
than before the war. This was true, for example, of such concerns as 
United States Steel, American Can, and General Electric. 

These great book values would have justified very high prices for 

^Annual Suppleznoat to tho Sumeu of Current Busincsst 1031, pp. 21S-19. 
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stocks during and immediately after the war, and the stock market 
boom of 1919 did begiu to discount the large book values, but this stock 
market boom was cut short by the crisis of 1920, which swallowed up 
earnings, and the stock market temporarily neglected the great book 
values until they were once more supported by the primary consideration 
of large earnings and dividends after 1923. These book values alone, as 
previously stated, could not assure the corporations large earnings, but 
the high cost of duplicating the e.xistmg plants did prevent the goieg 
concerns from severe competition by new capital when their earnings 
began to mount in the years 1923 to 1929. 

5. SouKcis OF Large Corporate Earnings 

We may consider next the conditions which made it possible for a 
large proportion of all our corporations — industrials, rails, and utilities 
— to realise extraordinarily large earnings and to pay enormous dividends 
without a serious break over a period of seven years in the absence of 
the most common source of such general prosperity, namely, rising com- 
modity prices. These great earnings arose from a large and sustained 
demand for the products of industry at fairly stable prices accompanied 
by a persistent and substantial decline in unit costs of production. Costs 
were cut by greater efSciency in production developed primarily through 
the increasing application of labor-saving machinery. 

Had competition been working effectively during this period, the 
reduction in costs and the rising profits would have tended to bring about 
expansion of output and price-cutting. But competition in many, if 
not in most, industries was throttled by combinations, dominating con- 
cerns, price agreements, trade associations, and other monopolistic 
devices. Such open, and in many cases avowed, restraint of trade was 
obviously in violation of our anti-trust laws, but the Government adopted 
the attitude that compulsory competition was ine.xpedient and might 
become ruinous. It was believed that it was wiser to permit the indus- 
trialists to restrict competition to the e.xtent of “adjusting supply to 
demand,” to the end that stability of prices might be maintained. “Fair 
prices,” it was believed, would make possible “fair wages” and fair 
wages would provide the wage-earners with the purchasing power 
requisite to maintain the demand for the goods produced in the factories. 

While competition among going concerns was thus severely restrained, 
the large profits realized did not tempt a great deal of new capital into 
new enterprises, for two reasons. First, it is difficult to secure the large 
amount of capital now necessary in most industries to build up a new 
concern on the large scale required to compete successfully with the 
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old established concerns. Secondly, the high cost of building — almost 
double the pre-war cost — made it hazardous to embark on the process 
of building a new plant from the ground up. The high cost of building 
was a result of a combination of circumstances. A shortage of building 
had developed during the time we were engaged in the war, when build- 
ing operations were restricted not only by high costs, but by direct 
restrictions applied by the Federal Government, The building trades 
were exceptionally well organized and enforced union wages effectively 
in most urban centers. Finally, the building material industries were 
very successful in maintaining abnormally high prices for their products 
by means of trade associations and other devices. 

As for the railroads and public utility corporations, their rates were 
fixed by law, and the former were to a large extent, and the latter were 
almost completely, protected from competition. Rates remained high, 
and while business was active their earnings naturally expanded when 
they, along with the industrial concerns, made increasing use of labor- 
saving devices and thus cut costs of production. 

Statistics do not indicate that the years from 1923 to 1929 represented, 
as seems to be generally believed, a period of rapidly e,xpanding physical 
volume of production. Undoubtedly some industries did expand rapidly, 
particularly those catering to the growing demand for luxury products. 
But statistics reflecting the whole field of production and trade, such as 
those shown in Table XV, lend little support to the notion that output 
was rapidly expanding. The Federal Reserve Board index of industrial 
production rose only from 101 in 1923 to 119 in 1929, an increase of 
17.8 per cent, or less than 3 per cent a year uncompounded. This repre- 
sents what is generally considered a normal rate of growth in industry, 
and not an extraordinary rate. The index of freight car loadings rose 
only from 100 in 1923 to 106 in 1929, an increase of 6 per cent, or 1 per 
cent a year. Even though an increasing volume of freight was moving 
by truck on the highways, the total increase in freight hauled was still 
not abnormally great. As against these moderate increases, there was 
an actual decline in the index of factory employment from 104 in 1923 
to 101 in 1929, and this leads us to a consideration of the essential un- 
soundness in the economic conditions prevailing in the latter part of the 
period 1923-1929, quite generally believed at the time to have been 
unusually sound. 

6. iVnxiFicLVL Nature of the 1923-1929 Prosperity 

When the manufacturing industries during this period were reducing 
costs by the increasing use of labor-saving machinery and processes, 
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was only 10.3 per cent from 1923 to 1929, Factory payrolls increased 
during this period by the moderate amount of 4.9 per cent. In short, 
taking these various facts into consideration, we arc driven to the con- 
clusion that factory payrolls did not increase in proportion to factory 
output, and that the purchasing power of the factory workers declined 
relatively to the quantity of goods produced. 


Table XYI. United States Price ..ind Cost Statistics: 1923-1929 



1 

1920 

19.>3 

1921 

1925 

1926 

1927 

1928 

1929 

Change, 
1923-20 
(per qont) 

U S. Bureau of Uibor 
Statistics Indexes 
(1926= 100): 

AH commodity index 

151 

101 

98 

101 

100 

95 

98 

97 

- 4 0 

Nou-agricultunil 
products index . 

ISo 

101 

97 

101 

100 

91 

95 

91 

- 6 9 

F.arm products index 

151 

99 

100 

110 

100 

99 

106 

105 

+ 6 1 

Federal Reserve Bank 
of New York In- 
dexes (1913=100): 
Cost of building . 

231 

191 

191 

193 

195 

189 

190 

195 

-f 0 5 

Building wages .... 

188 

201 

214 

218 

220 

229 

231 

237 

-i- 17 9 


* Statistice quoted from Stattderd Stctuixcal BuUcixn , 1030*^1 


Table XVII. Indexes Reflectino Distiubution of Income in the 
United States: 1923-1929 * 



1020 

1923 

1921 

1925 

1020 

1927 

1928 

1929 

IncrcasOi 
1923-29 
(per cent) 

Federal Reserve Board 
index of factory 
payrolls 

(1923-25 = 100) 

f 

118 

i 

103 

96 

101 

104 

102 

102 

108 

4.9 

Cost of livuia index of 
National Industrial 
Conference Board 
(1914 = 100) 

197 

161 

163 

168 

168 

16-1 

162 

161 

0.0 

Actual average weekly 
earnings of factory 
workers m New 
York State, dollars 

28 2 

27.2 

I27.7 

28 3 

29 0 

[ 

29.3 

29.4 

30 0 

10 3 

Average monthly cor- 
poration dividend 
payments (inilhons 
of dollars) 

81 8 

80 3 

84.4 

89.3 

141 

175 

193 

245 

205 1 


* AU etatiatica, except Federal Reserve Board Index, from Standard Statistical Bulletin, 1030-31. 


This conclusion holds for similar reasons in the case of the railroads 
and pubhc utilities. Here, too, improved processes and labor-saving 
machinery resulted in a decline in the number of laborers employed 
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relative to the quantity of goods or services produced, and here, too, 
there resulted neither a substantial decline in the price of the product 
nor a rise in money wages. Meanwhile, similar developments were 
taking place in retail trade, where the chain store systems were in large 
measure displacing the less efficient individual stores of the small mer- 
chants. How little all these improvements in methods of production 
and the resulting reduction of costs of production were reflected during 
this period in retail prices is indicated by the cost-of-living index of the 
National Industrial Conference Board, which stood at 161 per cent of 
the 1914 level in 1923 and still stood at that level in 1929 — meanwhile 
having been for the most part somewhat higher. 

The industrial corporations, by their price and wage policies during 
the period 1923 to 1929, were thus steadily undermining the demand for 
their products by a persistent nibbling at the purchasing power of their 
employees to whom a very large proportion of their products would 
have to be sold if sold at all. At the same time these price and wage 
policies were exercising a depressing effect upon agricultural and other 
industries in which for various reasons the policy of restricting output 
and artificially maintaining prices could not be put into effect. 

In agriculture, as in manufacturing, labor-saving devices were being 
increasingly applied during their period, notable examples being the 
farm tractor for drawing plows, harrows, drags, cultivators, etc., and 
the combine-harvester, which revolutionized the harvestmg of wheat in 
many sections. These labor-saving devices, imaccompanied by any 
agreements among producers to maintain prices by restricting output, 
resulted in an expansion of output in the various countries producing an 
exportable surplus of farm products, including the United States. At 
the same time international trade barriers and the craze for self-suffi- 
ciency and the monopohzation of the domestic market by domestic pro- 
ducers hampered the export of such commodities. The result was a 
long-continued depression in the pnces of farm products. 

The price and wage policies of the manufacturing, public utility, and 
railroad corporations were not, of course, wholly responsible for the de- 
pression in agriculture, but they were an important contributing factor. 
They hurt agriculture in two ways. First, the relatively high prices 
maintained in industry and the high railroad rates increased the farmers’ 
cost of production and their cost of living. Secondly, the policy of 
restricting output and maintaining prices injured the farmers by reduc- 
ing the demand for their products, both directly as raw materials for the 
manufacturing industries and as consumption goods purchased by the 
wage-earning class. In short, the price maintenance policies of thf 
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industrialists tended to increase the spread between the farm prices of 
the agricultural products and the prices of the goods the farmers bought. 
They destroyed in large measure the fanners’ purchasing power. Sta- 
tistically this is shown by price indexes of the United States Department 
of Agriculture, quoted in Table XVIII. With the price level of 1909- 
1914 representing 100, the average annual index of farm prices of all 
farm commodities ranged during the period, 1923-1929, from a low 
of 131 in 1927 to a high of 147 in 1925. In 1923 it stood at 135, and in 
1929 at 138. During the same period the index of farm cost of living 
and production — that is, the index of the prices of things the farmer 
had to buy — ranged from a low of 153 in 1923 to a high of 16G in 1926. 
During the whole period the ratio of the prices received by the farmers 
to the prices paid ranged from a low of 81.9 in 1926 to a high of 92.5 in 
1925. In 1923 this index of the farmers’ purchasing power stood at 
88,2 and in 1929 at 89. 


'rADLE XVin. U.NTTED St.vtes Faiui St.vtistics: 1923-1920 ♦ 
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1020 

1023 

1021 

1925 

1020 

1927 

1028 

1029 

Inerciuo, 
1923-29 
(per cent) 

U.S. Dopurtinent of 
Agriculture 
iiulc.'Ecs 

{1909-M=» 100): 
All farm eotnmodi- 
tiea 

205 

135 

131 

147 

130 

131 

139 

138 

2.2 

Farm cost of liv- 
ing and produc- 
tion 

200 

153 

15-1 

159 

ICO 

IS'l 

150 

155 

! 1.3 

Ratio of prices re- 
ceived to prices 
paid 

09.5 

88.2 

87.0 

92.6 

81.9 

85. 1 

89.1 

89.6 

0.9 

Taxes on farm 
properly 

155 

210 

219 

260 

253 

258 

262 

267 

8.5 , 


* vUl sUitiatlcs In this table from United States Department of Aericulture cxcent tho ratioa 

of prices received to prices paid, which arc derived by dividing the farm commodity index oy tho farm 
cost of living and production index. 


On the average the fanners’ purchasing power during this seven-year 
period was more than 10 per cent less than it would have, been if the 
1909-1914 “parity” of prices had prevailed. This was bad enough; but 
to make matters worse, taxes on farm property during this whole period 
remained on a level ranging from 246 per cent to 267 per cent of, the 
pre-war level and almost twice as high as the price of farm products 
relative to the pre-war level. Naturally, the farmers' power to buy 
and pay for products of industry was severely curtailed even in ; the 
absence of heavy mortgage and interest payments hanging over from 
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the period of wild speculation in farm land during the land boom of 
1919 and 1920. 

Similar considerations, varying in some details, apply to other in- 
dustries not capable of applying the principle of “adjusting supply to 
demand”; as, for example, the bituminous coal industry, and to some 
degree the petroleum industry. During the period of apparent pros- 
perity of 1923 to 1929, then, the purchasing power of wage-earners in 
industry, and of most persons dependent for their living upon agricul- 
tural products, bituminous coal, and some other products produced 
under competitive conditions, was fallmg steadily short and making it 
increasingly difficult for manufacturers to find a market for their output 
at what they considered fair prices — that is, cost of production plus 
“a fair profit.” 


Table XIX. Excess Expobts and Foreign Capital Issues in the 
United States: 1923-1929 * 

(m miUiona of dollars) 



1920 

1923 

1924 

1925 

1926 

1927 

1928 

1929 

Total 

1923-29 

Excess of exports over 
imports 

2950 

375 

981 

683 

378 

681 

1037 

841 

4976 

Foreign capital issues 

497 

421 

969 

1076 

1125 

1337 

1251 

671 

6850 


* Export statistics from Abstract of the Umted Staia. Foreign capital issues from Annual 

Report of the Federal Reeerte Board, 1931, p 199 


7. Staving off Inevitable Collapse 

The foregoing analysis indicates that the prosperity of manufacturing, 
railroad, and public utility corporations reflected in greatly expanded 
earnings during the years 1923 to 1929, was of an exceedingly precarious 
nature, artificially sustained and bound to collapse when artificial ex- 
pedients became powerless to sustain it. Some careful students of the 
situation expected a collapse long before it came in 1929. That the 
collapse was postponed for so long was in large measure owing to the 
support afforded by three artificial props — the installment plan, Ameri- 
can loans to foreign countries, and paper profits of the stock market 
boom, each of which needs to be briefly considered. 

The installment plan of financing the purchase of consumers’ goods, 
such as automobiles, radios, household appliances of various sorts, and 
wearing apparel, was developed during these years of prosperity on an 
imprecedented scale. In substance this was a plan to permit wage- 
earners and other persons with limited incomes temporariiy to spend 
more than twelve months’ income in one year. This temporarily ex- 
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pundcd the purchasing power of tho masses and afforded a greater 
market for manufactured products, but only at the expense of the pur- 
chasing power of these people at some time in the future when the limit 
of their indebtedness had been reached. The danger involved in the 
plan was at once perceived by many economists and prophecies of even- 
tual disaster were not lacking. But the advocates and the temporary 
beneficiaries of tho installment plan of financing consumer sales professed 
to believe that the increased demand flowing from such purchases led 
to increased production, lower costs, larger payrolls, and increased con- 
sumer purchasing power, and that there would consequently bo no day 
of reckoning when demand would collapse while consumers ceased bujring 
and started to pay their debts. For obvious reasons the arguments of 
those economists who supported tho installment plan received more 
publicity tlian the arguments of those who opposed it. 

Some part of tho surplus production of both our farms and factories 
found a market in foreign countries. During the seven years 1923- 
1929, the excess of exports over imports of merchandise amounted for 
the United States to almost five billions of dollars, a rather surprising 
favorable balance of trade in view of the fact that our country had 
become a great creditor nation to whom foreign countries were paying 
on balance hundreds of millions of dollars annually in interest on debts. 
The explanation of this state of affairs is found largely in the foreign 
capital issues floated in tho United States during the same period to 
the amount of almost seven billions of dollars. It was these vast loans, 
which were later to turn out to be in large part bad debts, that permitted 
us to sell to foreigners goods worth billions of dollars more than the 
amount we bought from them, and thus temporarily to prevent our own 
markets from being glutted with goods unsalable for lack of consumer 
purchasing power. There came the day of reckoning, however, when 
our bankers and investors refused to pour more funds into the foreign 
investment markets, and when the foreigners were faced with the neces- 
sity of restricting their purchases from us or of selling us more goods, 
or of defaulting on the interest payments on their old debts. Unable 
to increase their sales to us because of our high and rising import duties, 
they restricted purchases in our markets and in some cases defaulted 
on the bond issues which they had floated in our markets. 

The third of tho artificial props to demand requires little discussion. 
Naturally, during a long-continued rise of stocks with only minor and 
occasional setbacks many people — both speculators and staid investors 
— enjoy the e.xhilarating experience of w'atching the value of their in- 
vestments or speculative holdings rise on the market. Whether they 
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sell on the rising market and reap a cash profit, or whether, they hold 
and observe only great paper profits growing, they develop a sense of 
well-being and prosperity conducive to free spending. Doubtless cash 
and paper profits of the stock market boom were the source of billions 
of dollars spent for luxury articles and other goods during the latter 
part of the 1923-1929 period of inflation. 

The artificial demand created by the installment plan, foreign loans, 
and stock market profits, together with the heavy volume of purchases 
made by certain favored and well-paid wage-earners sustained the 
demand for manufactured goods at a higher level and for a longer period 
unbroken by depression than ever before in our history. Had this pros- 
perity been well-balanced; had it percolated to the agricultural industries 
and other highly competitive industries and to the unskilled laboring 
class; had it not been so highly concentrated in the hands of favored 
industries and favored classes of wage-earners, as those in the highly 
paid building trades, it would have been a cause for congratulation. But 
taken as it actually was, unbalanced, unsound, initiated by artificial 
price maintenance schemes, and sustained by the artificial props of the 
installment plan, unsound foreign loans, and stock market profits, it 
turned out to be merely the prelude to financial disaster. 

8. Statistics of Speculation 

That a dangerous orgy of speculation culminated on the New York 
stock market in the autumn of 1929 is now well known. That specula- 
tion in 1927 to 1929 was developing on an unprecedented scale was 
even then well known. But while the speculative pot was boiling and 
profits were mounting, a very large proportion of the participants 
and beneficiaries, including e.xecutives of some of the largest banks and 
investment houses, refused to admit that the movement was assuming 
proportions endangering the soundness of the whole financial system 
of the country. Rather the protagonists professed to believe that 
nothing was taking place except a healthy discounting of a high level 
of business activity engendering great and rising profits. Few bothered 
to point out that the unbalanced prosperity, artificially sustained, was 
bound sooner or later to coUapse, and those few who did utter warnings 
were listened to with impatience or dismissed with a contemptuous shrug. 

The statistics of speculation, presented m Table XX, show clearly 
that speculation had developed to abnormally high levels two or three 
years before the crash, and to point out the danger in the situation now 
IS not merely to show such wisdom after the event as was unreasonable 
to e.\-pect of the participants at the time. The danger signals were 
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startlingly distinct long before the crash. In considering the statistics 
of speculation from 1923 to 1929, it must be borne in mind that 1923 
was not a year of depression, but a year of abnormal activity, and that 
by this time the country had made a complete recovery from the crisis 
and depression of 1920 and 1921, except for the unbalanced price struc- 
ture to which reference has already been made. Bank deposits and 
bank loans and investments had risen above the tremendously high 
figures reached in the post-war boom which cuhninated in 1920. 


Table XX. Statistics of Speculation: 1923-1929 * 


Item 

1023 

1924 

1925 

1926 

1927 

1928 

1929 

Increase. 

1923-1920 

Amount 

Per 

cent 

Standard StotUtica 
Company Index of 
common stock 

prices (dO-l stocks) 
1920 « 100 

WcoUy index range: 

Lon . 

03 7 

07 5 

80.1 

90.8 

104 7 

1 

140.3 

76 6 

120 3 


7(1 3 

83 3 

101 S 

100.5 

131 1 


228.1 

151 8 

199 0 

Stock 8<dcs on Now 
York Stock Ex- 
change (monthly 
average iu uulUons 
of shares) 

19.8 

23 5 

37.7 

37.4 

48.1 

76 7 

03.8 

74.0 

373.7 

Bank clearings (month- 
ly average in bil- 
lions of dollars) : 

Umted States outside 
of New York City 

10.0 

17.1 

19.0 

19 5 

19.4 

20.2 

20.8 

4.2 

25.3 

Now York City 

17 8 

20.8 

23,0 

24 2 

20 3 

32.0 

30 8 

22.0 

123.0 

Bank debits in 141 
principal cities (to- 
tal for tho year in 
bilUona of dollars) 

103,7 

491.7 

570.1 

608.0 

073 9 

800.4 

035.0 

471.3 

101.8 

Total for 140 cities not 
including New 

York City 

225.3 

238.2 

250 7 

203 9 

282 3 

300.2 

331 9 

106.0 

47 3 

Brokers’ loans* 

Not borrosvings on 
collateral in Non 
York City as re- 
ported by mem- 
bers of New York 
Stock Exchange 
(millions of dollars 
on September 30) 

(1923-H 

25 not a 

vaiinble) 

3219 

3015 

5514 

8549 




* Index of common stock prices, stock sales, and bank clearings from Standard Statistical BuUetmt 
1930-31; Bank debits from .Awnnaf Report oj the Federal Resene Boards 193X; Brokers' loans from 
.dnnuaZ Report of the Federal Reserve Board, 1929. 


From the low of 63.7 in 1923, the Standard Statistics Weekly Index 
of common stock prices had risen to a high of 134.1 in 1927, more than 
a 100 per cent increase. From this already high level it climbed further 
to an extreme high of 228.1 in 1929. From the high point of the boom 
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year 1923, 76.3, this represented a rise of 151.8 points, or 199 per cent. 
Among the 404 common stocks included in this index were many which 
had experienced a greater proportionate rise. Numerous corporation 
stocks were selling before the crash at such high prices that the dividend 
yield Avas less than half the yield obtamable on investments in United 
States government bonds, and even the yield based on net earnings v,as 
less than the actual income yielded by the safest bonds in the world. 
In short, the speculative prices were discounting imaginary earnings in 
the future greater on the average than the earnings of 1929, which were, 
for many corporations, the all-time high, except for one or tAvo ab- 
normally prosperous years during the World War. 

There was no basis in sober reasoning for any such expectation, because 
the 1929 earnings in many cases already represented more than a rea- 
sonable return on the actual mvestment in plant and equipment and 
current assets. In the long run — and the stock market prices Avere dis- 
counting the long run — economic theory points clearly to the con- 
clusion that earnings at the high level of 1929 cannot be maintamed. 
As already stated, analysis of the source of the 1923-1929 earnings 
indicates that they were made possible by an unbalanced condition 
Avhich eventually was bound to destroy them. This point is here em- 
phasized to throw light on the folly committed by bakers in piling up 
a huge expansion of bank credit on the basis of nothing more substantial 
than the mushroom groAvth of stock market valuations, representing 
gross over-capitalization of temporarily high net earnings of corporations. 

While stock prices were mounting into the skies, stock sales on the 
New York Stock Exchange were rising to unheard-of levels. Monthly 
average sales rose from 19,800,000 shares in 1923 to 48,100,000 in 1927, 
and further to 93,800,000 in 1929, an increase of 373.7 per cent, or more 
than 60 per cent a year. Compare this Avith what is generally considered 
the normal increase in industry and trade, 3 per cent a year. Compare 
these figures also Avith the actual increase in industrial production of 
17.8 per cent, or Avith the increase in car loadings of 6 per cent during 
this same period of six years. 

The extent to which stock market actmties were affecting the opera- 
tions of banks is indicated by the bank clearings and bank debits in 
New York City as compared Avdth clearings and debits in the rest of 
the country. From 1923 to 1929 bank clearings outside of New York 
City increased 25.3 per cent, while bank clearings in Neiv York City 
increased 123.6 per cent. At the same tune, bank debits, which repre- 
sent a more complete record of business activities than do bank clear- 
ings, rose from 225.3 billions in 1923 to 331.9 billions in 1929, in 140 
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cities not including New York, 'an increase of 106.6 billions, or 47.3 
per cent. At the same time the increase in 141 cities, including New 
York City, was 471.3 billions, or 101.6 per cent. The increase in New 
York City alone was more than three times as great as the increase in 
the 140 other cities combined. Further light on the extent to which 
the financial resources of the nation were being drawn into stock market 
speculation is shown by the growth in brokers’ loans from $3,219,000,000 
in September, 1926, to $8,549,000,000 on September 30, 1929. Com- 
parable figures for 1923 are not available. The participation' of the 
commercial banks of the country in this speculative orgy on the stock 
market is reflected also in the loans on securities made by reporting 
member banks in leading cities, which rose from $4,157,000,000 at 'the 
end of June, 1923, ro $7,332,000,000 at the end of June, 1929, an increase 
of 76.4 per cent, or 12.7 per cent a year. But the operations of the 
commercial banks during this period deserve special consideration. In 
fact, most of the material included in this chapter up to this point must 
be considered merely as introductory material presented to serve as a 
background for the following analysis of the operations of the commer- 
cial banks and the federal reserve banks. Our main interest is, of 
course, in the banking system, and our interest in corporation profits, 
stock market speculation, and agricultural depression, and other topics 
discussed in tMs chapter, is merely incidental to our interest in the 
banking system. 


9. The Position of the Federal Reserve Banks: 1923-1929 

There is little in the table of Federal Reserve Bank Statistics (Table 
XXI) to indicate that the resources of the federal reserve banks were 
being used to promote a tremendous inflation of commercial bank 
credit. While the figures given for each year are the average of daily 
figures for June, and represent neither the highs nor the lows of the 
respective years, they are fairly typical of the condition of the banks 
for each of these years, and no great differences in conclusions would 
follow if the highs and lows or the average for the year had been taken 
in each case instead of the average of daily figures for June. The June 
figures have been chosen for the sake of convenience in comparisons. 

Consider first federal reserve bank credit outstanding. Total federal 
reserve bank credit had been greatly deflated from 1920 to 1923, the 
total having declined from $3,382,000,000 in June, 1920, to $1,178,000,- 
000 in June, 1923, at which time it stood but little above the extreme 
low reached in the post-war depression. From this level it fluctuated 
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within relatively narrow limits, at no time showing any great increase. 
In June, 1929, the total was 31,317,000,000, or only 3139,000,000 above 
the amount outstanding in, June, 1923. In Jime, 1928, the total had 
been considerably higher, 31,531,000,000. The extreme high figure 
for the seven-year period was reached in December, 1928, when the 
average of the month’s daily figures reached 31,824,000,000. . The in- 
crease in this year from June to December was, however, less rather 
t.hnn more than the. normal seasonal increase, so that the figures foi 
June, 1928, as compared with June, 1923, represent a close approxima- 

’ Table XXI. Federal Reserve Bank Statistics: 1923-1929 * ' , 


(Average of daily figures for Juno, in inilUons of dollars) 











Increase 

Item 

1920 

1923 

1924 

1925 

1026 

1 

1027 

1928 

1929 

or . 

decrease, 

1923-20 

Member bank reserve 





i 




-f 447 


1853 

1867 

2001 

2141 

2206 

2301 


2314 

Government deposits 

34 

36 

43 

42 

12 

21 

13 ! 

1 

30 

-6 

Total deposits 

1975 

1931 

2065 

2209 

2241 

2355 

2395 

2374 

+ 443 

Federal reserve note 









-5S0 

circulation 

3114 

2247 

1871 

1660 

1703 

1718 

1618 

1667 


2103 

3204 

1630 

3247 

1776 

2953 

1516 

2976 

1510 

3170 

1658 

2728 

1243 

3011 

1,513 

- 193 

Excess reserves 

166 

- 117 

Reserve percentage. . 

41.3 

76.7 

82.5 

76.3 

75.4 

77.8 

68.0 

74.5 

-.2.2 

Reserve bank credit 










outstanding: 

Bills discounted. . . 

i 

2456 

741 

370 

437 

473 

429 

1019 

978 

+ 237 

Bills bought 

400 

224 

153 

50 

416 

263 

345 

243 

408 

205 

398 

244 

232 

99 

179 

— 125 

U.S; securities 

Other reserve bank 

347 

+ 26 





credit 

179 

60 

50 

73 

61 

49 

36 

61 

+ 1 

Total 


ff^ 







+ 139 

Factors of decrease: 


1 

1 

jH 


H 

■ 

n 


Monetary gold 










■ stocks 

2854 

4040 

4471 

4364 



4119 

4311 

+ 271 

Treasury currency 










(adjusted) 

1426 

1738 

1759 

1744 

1771 

1777 

1791. 

1779 

+ 41 


Factors of increase: 








I ^ 

[ . - 

Money in circula- 










tion 

5448 

4779 

4830 

4794 

4881 

4831 


4687 

-92 ■ 

Member bank re- 


• serve balances. . 

Non-member bank 

1853 

1867 

2001 

2141 

2206 

2301 

2355 

2314 

+ 447 

1 * 

deposits, etc. . . . 
Unexpended capi- 

88 

28 

21 

25 

23 

34 

28 

30 

+ 2 

tal funds 

273 

282 

264 

266 

284 

298 

322 

376 

+ 94 



* Annual ReporU of the Federal Reeene Board. 
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Table XXII. Aveilvob ILvtbs Earned by Federal Reserve Banks on 
Bills .iIND Securities ♦ 


(l)cr cent) 



1020 

1023 

1021 

1025 

1020 

1027 

1028 

1029 

Total bills and securities 

5.50 

4.33 

3.83 

3.51 

3.76 

3.60 

4.24 

4.86 

Bills discounted 

5 8S 

4.40 

4.2S 

3,07 

3.95 

3.83 

4.56 

5.03 

Bills bought 

5. GO 

4.14 

3.31 

3.17 

3.55 

3.49 

3.97 

5.00 

United States securities 

2.21 

4.01 

3.67 

3.56 

3.60 

3.41 

3.64 

3.93 


• lieiHfrti of ike Federal Raerte Hoard* 


tiou to the e-Ntreme expansion of federal reserve bank credit during this 
period. From June, 1923, to June, 1928, the increase was $353,000,000. 

While the e.xpansioii in federal reserve banlc credit that occurred 
during this period undoubtedly facilitated the expansion of member 
bank credit, neither the expansion of $139,000,000 in reserve banlc credit 
from 1923 to 1929, nor the greater expansion of $353,000,000 from 1923 
to 1928, alone can account for the expansion in member bank credit 
reflected in the statistics of deposits, loans, and investments presented 
in Tables XXIII and XXIV, pages 611, 617. The e.xpansion in member 
bank deposits subject to reserve requirements from June, 1923, to June, 
1929, was $7,858,000,000, or more than 56 times the increase in reserve 
bank credit during the same period, and more than 22 times the larger 
increase in rcseiwe b.ank credit from June, 1923, to June, 1928. It is 
obvious that other factors than expansion of reserve bank credit were 
operating to bring about the enormous expansion in member bank 
credit, and the still greater exp.ansion of all commercial banlcs com- 
bined. What these factors were will be considered in a moment. But 
here we must note some other federal reserve banlc statistics. 

It may be observed that the total reserve bank credit outstanding 
tends to fluctuate relatively less than the items making up this total, 
namely, bills discounted for member banks, bills and securities bought 
in the open market, and “other reserve banlc credit,” the latter pre- 
senting a group of small items of no great importance. While it is the 
total reserve bank credit outstanding that measm-es the degree to which 
the reserve banks are taking part in inflation or deflation of bank credit, 
the constituent items throw more light upon the source of desire for 
inflation or deflation. If the member banks are taking the initiative in 
bringing about expansion of credit, the results will tend to be shown 
in heavier borroning at the reserve banlcs and an e.xpansion in bills 
discounted. If the reserve banks are encouraging e.xpansion, the re- 





















From the f’«Jerat litune DuUchn, January, 1930. 


primarily by open-market purchases of bills and secu^iej 


nrimarily by open-marKet purcuasus i 

S:,Ud LU no definite nptvard .™nd Bog.n"ing ^ “d 
ever the amount of bills discounted mounted rapidly, j 

"SilLs bought declined. AU thin indicates « dut« ^ 
part of the period of bank credit expansion, the federal re^ ^ 
favored, or at least did not discourage, expansion, but ti 
early in 1928 they no longer favored expansion, l^^ldi^gs 

to discourage expansion by reducing the amount 


ures 


of bills and securities bought in the open market. Federal 

There is no simple explanation of this change in po cy 0 Fave 

Reserve Board and the reserve banks, but the followmg se 
been the chief considerations. The first, although per banks, 

most important, consideration to be noted is that the money 

to earn their operating expenses and a fair rate of return on 
invested in their stock by the member banks of the system, 
a minimu m of earning assets of about 81,000,000,000 w en 
is not over 4 per cent. Should the total of bills Vg either 

and securities bought fall below this figure, the reserve 
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would have to cui'tail their expenditui-ea or run the danger of operating 
at a loss. Tins factor alone would tend to cause the reserve banks to 
increase their purchases of bills and securities in the open market when- 
ever the bills discounted by the member banks fell in amount so low 
that total earning assets declined below .$1,000,000,000. It is unfor- 
tunate that this factor should enter into the determination of reserve 
bank credit policy, since there may be occasions when reserve bank 
credit should bo contracted below the amount required to pay operating 
expenses of the rcseiwe banks and of the Federal Reserve Board. The 
reserve banks should not hesitate then to contract operations and to 
draw upon accumulated surplus to cover their operating losses. 

A second consideration affecting the amount of reserve bank credit 
from 1923 to 1928 was the apparent deshc of the Reserve Board to use 
reserve banlc credit as a stabilizer of business conditions, and to err on 
the side of a superabund.ance of reserve bank credit rather than on the 
side of a deficiency. The Federal Reserve Board assumed, for a time at 
least, that so long as there developed no tendency for excessive specu- 
lation in commodities and a rise in commodity prices there was no reason 
to conclude that reserve bank credit was being issued in excess or used 
with inflationary effect. Business was not to be denied ample credit for 
all legitimate purposes. 

In the latter luilf of 1927 the Federal Reserve Board and the federal 
reserve banlcs embarked upon “an easy-money” policy for the double 
purpose of encouraging the export of gold to assist foreign coimtries in 
re-establishing or maintaining the gold standard and of stimulating 
business which at the time was somewhat depressed. This easy-money 
policy involved the simultaneous purchases of substantial amounts of 
acceptances and United States securities in the open market, at a time 
when the amount of bills discounted for member banks was also rising, 
while at the same time the discount rate of the Federal Reserve Bank 
of New York was reduced from the already moderately low rate of 4 
per cent to 3.5 per cent, with a corresponding reduction in the open- 
market rate on bankers’ acceptances. The result was an increase of 
more than §600,000,000 in reserve bank credit outstanding from the 
end of May to the end of December of 1927. Although this easy-money 
policy was well-intentioned, it was more effective in stimulating further 
speculation on the stock market than in maintaining sound monetary 
conditions abroad. It was this result of its easy-money venture — ■ 
apparently unexpected by the Federal Reserve Board — that caused 
the reversal in its credit policy. 

Fearful that the stock market speculation would get out of hand 
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and piccipitatc a crisis, the Ilcsorve Board, after January, 1028, insti- 
tuted the policy of reducing reserve bank holdings loth of acceptances 
bought in the ojif-n nuirket and United States .-ecunties, departing from 
this })oUcy only to allow for scjisonal variation in the deunuid for funds, 
until the stock market crash in October, 1929. But uhilo the Board 
sought to re.strict credit through a. contiaction of open-market ojKra- 
tions of the reserve b.anLs, it permitted further expansion in the form 
of bills dh-counled for member banks. Whde the re.-'crve bank.s noiv 
desired contraction, the member banks desired espamsion for tlio pur- 
pose of pursuing their profitable policy of expanding their already 
enormously inilated loans and inve.itments. Three limeo during the 
first half of 1928 the Federal Re.-.erve Bank of New York niiscd its 
discount rate by one half jwr cent, until in July it stood !»t 5 i>er cent, 
and the opcn-nuirket nite on bankers’ acceptances Wius raised propor- 
tionately. From July 13, 192S, to .Vugust 9, 1929, the discount rate 
remained at o per cent, but with speculation growing ever wilder and 
more dangerous to the fin.aucial stabilitj' of the country, the New York 
Ilcseiwc Bank obtiuned jicnnlssion of the Reserve Boani to raise the 
rate a full per cent to G pe>r cent on Augu-st 9. The effectiveness of this 
increase was nullified, however, by tJie failum lo increase the buying 
rate of acceptances. This rate, which had been above the discount 
rate, was actually decreased somewhat, so that, while bills discounted 
declined under the impact of the G i>t>r cent mie, bills boiiglit increased. 
What the member b.\nks were refused at the front door of reserve bank 
credit, they obtained at the back door. Si>ecnlation with reserve bank 
funds could not be ended w ithout closing both w ay.s of access to reserve 
bank credit. .\1I this is clearly shown on Charts I and II, on pages 
604 and 607. In addition to other me.asurcs designed to rcstriun the 
flow' of reserve bank credit into speculative clumnels, the Fedcnd Re- 
serve Bo.ird made ineffective efforts to apply the direct-pressure metlioti 
of denying reserve bank loans to member banks with unduly heavy 
brokers’ loans. 

The foregoing discussion indicates that while the Reserve Board and 
the reserve banks did not in ten lionally embark upon a policy of danger- 
ous credit e.\pansion, they nevertheless facilitated the expansion that 
took place from 1923 up to the end of 1927. When their casy-money 
policy in 1927 added fuel to the speculatix'e fire already raging, they 
became alarmed, but did not succeed in taking ciTcctive measures to 
check the conflagration, which required a great deal more of cold water 
than the authorities were willing and able to throw upon it. They 
failed signally in prex'enting a most unsound financial condition from 
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developing. A''et, ns already stated, expansion of federal reserve bank 
credit alone cannot account for the tremendous expansion in commercial 
bank credit, which will be discussed in a later section. 

10. F.vcrous OK Ducuk-vse .vnd Incuiusb in Riiserve Bank Credit 

It should be obser\'c(i that, while expansion of reserve bank credit 
may be made the basis of c.xpansion of member bank credit, because 
such expansion of reserve bank credit tends normally to result either in 
an increase in member banks’ reseiA'e deposits or in federal reserve 
notes in circulation, the actual limit on credit expansion of member 
banks is the amount of their reserve deposits. And fluctuations in the 
total amount of reserve bank credit may be different both in amount 
and in direction from fluctuations in member banks’ reserve account. 
This is true because several factors other than member banks’ reserve 
balances affect the total amount of reserve bank credit outstanding. 
What these factors are is shown in Table XXI on page G02, under 
the he.'idings of “Factors of decrease’’ and “Factors of increase.’’ * 
Factors of increjise are money in circulation, member bank reserve bal- 
ances, non-member bank deposits, etc., and unexpended capital funds. 
."\ji increase in any of these factors is reflected in an equal increase in 
reserve bank credit unless this increase is offset by a change in some 
other factor. Factors of decrease are monetary gold stocks and treasury 
currency. An increase in either of these factors is reflected in a decrease 
in total reserve bank credit unless this increase is offset by a change in 

* A tlotailed oxplanution of these factors is given in the Pedcral Raerva BuUciin, July,' 
1020, pp. -132-38. 
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some other factor. The algebraic total of the factors of increase less the 
algebraic total of the factors of decrease equals the mcrease or decrease 
m reserve bank credit. For example, the total increase in the four 
factors of increase from 1923 to 1929 was 3451,000,000, and the total 
increase in the factors of decrease was 3312,000,000. The difference 
was 3139,000,000, the amoimt of increase in reserve bank credit. 



CHART III. RESERVE BANK CREDIT OETSTANDING AND 
PRINCIPAL FACTORS IN CHANGES 
Bated'on necUy avoragca of daily aguiea; latest Bgurea aro tor week ending December 28 
From the Federal Reeerve Bulletxjif January, 1930 

It may be noted now that, while the total increase in reserve bank 
credit from June, 1923, to June, 1929, was only 3139,000,000, there 
occurred during the same interval a much larger increase in member 
bank reserve balances which represent the real limitation on member 
bank credit expansion, the increase here having been $447,000,000, 
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bank credit inflation while the total amount of reserve banlc credit re- 
mains unchanged or actually declines. During the period from 1923 
to 1929, for example, the reserve banks would have permitted a con- 
siderable expansion of member bank credit even though they had not 
expanded reserve bank credit by a single dollar. The member banks 
were able to finance their e.\'pansion from other sources. To have pre- 
vented member bank expansion on a dangerous scale, the reserve banks 
would have been compelled to resort to a drastic contraction of reserve 
bank credit, even to the point of reducing their earning assets below 
the mmimum required to pay operating expenses and dividends on their 
stock. 

The figures in Table XXI, on page 602, in several respects indicate a 
very conservative credit expansion policy on the part of the reserve 
baiiks. Not only did total reserve bank credit expand by the compara- 
tively small amount of 3139,000,000 during the six years from June, 
1923, to June, 1929, but during this whole period the reserve banks had 
heavy excess cash reserves — total reserves having been most of the 
time approximately twice the minimum amount required. In June, 
1923, the reserve ratio was 76.7 per cent, and in Jrme, 1929, it was 74.5 
per cent, or only 2.2 per cent lower. At the latter date the reserve banks 
actually held slightly more than twice the amount of cash reserves legally 
required. These figures indicated strength in the banking system that 
it did not actually possess. That this is true will become evident when 
.we proceed to our analysis of the position of the member and non-member 
banks. 

11. Exp.vnsion op B.\nk Deposits: 1923-1929 

In Table XXIII on Bank Deposits in the United States, on page 611, 
it may be observed that by June, 1923, deposits of all banks in the 
United States, exclusive of interbank deposits, had risen substantially 
above the figures for June, 1920, near the climax of the great inflation 
running from 1914 to 1920. Member banks and non-member banks 
alike had more than made up the losses in deposits resulting from the 
post-war deflation. In the next six years, from June, 1923, to June, 
1929, member bank deposits increased from 323,871,000,000 to 332,284,- 
000,000, or 35.2 per cent; non-member bank deposits increased from 
316,817,000,000 to 321,567,000,000, or 28.2 per cent; and deposits of 
all banks, e.xclusive of interbank deposits, increased from 340,688,000,000 
to the huge total of 353,852,000,000, a total increase of 313,164,000,000, 
or 32.4 per cent. It is interesting to compare this increase piled up in 
a period of six years on an already enormous total with the total de- 
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posits of all banks in the United States on June 30, 1914, before the long 
period of inflation m bank deposits began. At that time total deposits 
amounted to only §18,566,000,000. In six years the bank deposits of 
the United States, already tremendously inflated, had grown by an 
amount more than two thirds as great as all the bank deposits accumu- 
lated in the century and a quarter of our banking development up to 
1914. This was certainly a remarkable rate of increase, the more so 
since during this period, as already indicated, no abnormal expansion 
in industrial activity occurred. 

It is noteworthy that, while deposits of member banks grew some- 


Tablb XXIII. Bank DEPOsrrs in the United States: 1923-1929 * 

(Figures for year ending June 30, or near^t available date, in nuUiona of dollars) 


Item 

1920 

1923 

1924 

1925 

1926 




Ino. or dec. 
1923-1929 

Amount 

Per 

cent 

Deposits exclusive of 
interbank depos- 
its: 

Member banks . . 
Non-member banks 

21915 

15805 

23871 

16817 

25711 

17694 

28440 

19172 

29781 

19952 

31269 

20393 

32133 

21265 

32284 

21567 

+ 8413 
+ 4750 

+ 35.2 
+ 28.2 

All banks 

37721 

40688 

43405 

47612 

49733 

51662 

53398 

53852 

+ 13164 

+ 32.4 

Member banka depos- 
its subject to re- 
serve require- 

ments: 

Net demand depos- 

16422 

16068 

16838 

1 

18277 : 

18804 

19250 

19191 

18977 

4-2911 

+ 18.1 
+ 59.0 

+ 32.1 

! 

Time deposits 

Net demand plus 
time deposits... - 
Ratio of time de- 
posits to total de- 
posits . . . 

5Dn 

32333 

26 5% 

8378 

24444 

34 3% 

9204 

26042 

35 3% 

10381 1 

2S65S 

36 2% 

11173 

29977 

37 3% 

12210 

31460 

'38 8% 

13439 

32629 

41.2% 

13325 

32302 

41 3% 

+ 4947 

+ 7858 

Reserve with federal 
reser\e bank^. . . 

1839 

1871 

1D65 

2191 

2236 

2280 

2342 

2359 

+ 488 

+ 26.1 

Ratio of reserve to 
total deposits sub- 
ject to reserve re- 
qmrements . . 

8.2% 

7 7% 

7 5% 

i 7 6% 

7.5% 

7.2% 

7.2% 

7.3% 

-0.4% 


Money in circulation 
(average of daily 
figures, June) . . . 

5448 

4779 

4830 

1 

4794 

4881 

4831 

4736 

4687 

-92 


Ratio of money in cir- 
culation to tot^ 
bank deposits . . . 

u.4%; 

11.7% 

11.1% 

10 1% 

9 8% 

9.4% 

8.9% 

8.7% 

-3% 



* Deposit and reserve statistics from Armtial Report of Federal Reeene Boardt 1929, pp. 1O0--O7, 
Money in circulation, i6id., p. Hatio figures derived from other figures given. 


what more rapidly than those of non-member banks, the proportion of 
member bank deposits to total deposits did not vary materially during 
this seven-year period — member bank deposits remaining at about three 
fifths of total deposits. By 1923 the Federal Reserve System seemed to. 
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have reached the limit of its power to absorb the banking resources of 
the country in the absence of a change in the law making membership 
compulsory for state chartered banks. The statistics on the growth of 
loans and investments of member and non-member banks on page 617 
support this conclusion. 

Member bank deposits subject to reserve requirements increased 
by the amount of §7,858,000,000 during the six years, or 32.1 per cent. 
This represents an increase of more than §56 for every dollar of increase 
in federal reserve bank credit outstanding during the same period, and 
of more than §17 for every dollar of increase in member bank reserve 
balances. The increase in member bank deposits subject to reserve 
requirements is so much greater relatively than the expansion in their 
reserve balances and in reserve bank credit outstanding that it calls 
for a few words of explanation. It will be recalled that we have already 
shown how the member banks were enabled to build up an increase in 
reserve balances of §447,000,000 during the period when reserve bank 
credit expanded by only §139,000,000. It remains, then, to explain 
how member banks were enabled to expand their deposits at the rate 
of more than §17 for every dollar in expansion of their reserve balances, 
a rate much higher than the calculated potential rate discussed in Chap- 
ter XXII. Primarily this was made possible by the large and growing 
proportion of their deposits which the member banks hsted during this 
period under the head of time deposits requiring a cash reserve of only 
3 per cent. It may be observed in Table XXIII that, whereas in June, 
1920, time deposits constituted but 26.5 per cent of total deposits, in 
June, 1923, they represented 34.3 per cent of the total, and in June, 1929, 
41.3 per cent. 

With such a large proportion of all deposits subject to the low reserve 
requirement of 3 per cent, the average reserve requirements against 
all deposits dropped to approximately 7.3 per cent, whether calculated 
on the end of June Bgures given in the table, or on the average of the 
daily hgures for June, 1929. Excess reserves of the member banks on 
the basis of the average of the daily figures for June, 1929, were §41,729,- 
000, or approximately 0.13 per cent of their deposits subject to reserve 
requirements. They had, therefore, expanded credit to the point where 
their actual cash reserve ratio was practically down to the dangerously 
low minimum that the law allowed. 

12. The Decline in Money in Circiilation 

While the progressive reduction in the minimum cash reserve ratio 
of the member banks through the substitution of time deposits for de- 
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mand deposits affords, an explanation of the abnormal expansion of 
their deposits relative to -the increase in their cash reserves, it throws 
no light on another startling development in the banking history of 
1923-1929. During tins period, when member bank deposits increased 
S8,-113,000,000, and total banlc deposits increased $13,164,000,000, and 
member banks demand deposits alone increased $2,911,000,000, there 
was an actual decline in the amount of money in circulation of $92,000,- 
000. The drain of cash into circulation which may reasonably be ex- 
pected during a period of bank deposit expansion was lacking, and as 
a consequence the ratio of money in circulation to banlc deposits declined 
from what was already a low figure, 11.7 per cent to 8.7 per cent. These 
percentages include not only the money in actual circulation outside 
of banks, but also the till money of member banks and the cash reserves 
of non-member banks, so that the amount of money actually in circu- 
lation in June, 1929, was substantially less than 8.7 per cent of total 
bank deposits. 

Had there been during this period of bank credit expansion a drain of 
cash into circulation of only 10 per cent of the expansion of member 
bank demand deposits, with no drain at all resulting from the expansion 
of other bank deposits, and no increase in the till money of member banks 
and cash reserves of non-member banlcs, an increase of cash in circu- 
lation of $291,000,000 might have been expected instead of a huge de- 
cline, while a drain amounting to 10 per cent of the increase in all bank 
deposits would have meant an increase of $1,316,400,000 in the amoimt 
of money in circulation. 

What is the explanation of the decrease when a large increase might 
have been expected? Two factors would seem to account for this pe- 
culiar development. First, there was simply the continuation of the 
increase in popularity of payment by check over payment by cash 
which has long been observed in the United States. But in addition to 
this was the fact that a very large proportion of the increase in bank 
deposits grew out of speculative operations rather than out of expansion 
in the physical volume of trade and production. Stock market trans- 
actions and speculative operations m real estate are settled practically 
100 per cent by check, and bank deposit expansion growing out of or 
resulting in such speculative transactions involves little increase in de- 
mand for cash. Then, there is to be considered the fact that part of 
the bank deposit expansion represented an expansion of true savings 
deposits, which, not becoming part of bank deposit currency, called for 
no corresponding increase in cash in circulation. 

However this may be, it remains true that the amount of money in 
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CHART VI. INDUSTRLVL PRODUCTION 
(1923-1025 = 100) 

From tlio Federal lieecrve Bulletin^ February, 1930, p, 52. 



CHART VII. FACTORY EJIPLOYMENT 
(1923-1925 = 100) 


I 


From the Federal Reserve Bulletitit February, 1930, p. 53. 


circulation as well as tlie total monetary gold stocks was declining rela^ 
tive to the total amount of bank deposits, and this made the banking 
position in the United States as a whole much weaker than the appaxT 
ently strong and conservative position of the reserve banks indicated, 
and more vulnerable to financial shocks than most persons thought 
conceivable during the happy days before the crash. 

It is not without interest to speculate on the position of the reserve 
banks if the amount of money in circulation (outside the Treasury and 
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. ervo banks) had increased 32,4 per cent from June, 1923, to 
*^^1090 in proportion to the increase in bank deposits. This would 
-nvolved an increase of $1,548,000,000, as compared with the 
[uivo 11 ^ g(j2^000,000 that actually occurred. If this whole amount 
jg 000,000 plus $92,000,000 had been supplied by the reserve 
form of federal reserve notes, it would have meant an in- 
c in the amount of reserve notes outstanding on June 30, 1920, of 
’U’lOOOOOOO above the amount actually outstanding on that date, 
" 'a totid of $3,307,000,000. Adding this figure to the total deposits, 
the grand total of deposit and rcsor\'c note liability becomes $5,081,000,- 
000 and the cash reserve ratio falls from the actual figure of 74.5 per 
cent to the relatively low figure of 53 per cent — a figure so low that it 
have given umnistakable warning of a dangerous overexpansion 
of credit. 

It may be observed at this point that the downward trend of the re- 
serve ratio of the member banks and of the ratio of money in circulation 
to total bank deposits was clearly discernible long before the culminating 
phase of the speculative orgy, and might well have been regarded as 
danger signals by the mombei-s of the Federal Reserve Board and the 
e,xeoutives of the federal reserve banks, as well as by the dominating 
peinonalities guiding the operations of the member banks of the system. 
In our next section we shall have occasion to note more danger signals, 
all of which w'cre disregarded by those in authority.* 

13. B.vnk Lo.vns .vnd Investsients; 1923-1929 

Total loans and investments of all banks in the United States in- 
creased $14,737,000,000, or 33.7 per cent, during the period from June, 
1923, to June, 1929, an increase of about 6.5 per cent a year, uncom- 
pounded, or more than twice the rate of increase in the inde.x of indus- 
trial production during the period, and sLx times the rate of increase in 
the index of freight ear loadings. The rate of increase in loans and in- 
vestments Avas, as might be e.xpected, about the same as the rate of 
increase in bank deposits. The rapid rate of increase and the huge 
total amount of the increase in loans and investments in themselves 
indicated an umvholesome development. The nature of the loans and 
investments being made indicated this even more strongly. Member 
banks’ investments in United States government securities increased 
only $320,000,000, or 8.3 per cent, during this period, Avhile their invest- 
ments in other securities increased $1,976,000,000, or 50.4 per cent. 

^ It is not iznplicd hero tliat none of tho officials mentioned observed tho danger signals? 
Some did. 
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loans and the investments becoming less and less liquid in character 
as the speculative movement permitted by the expansion of bank credit 
increased in intensity. 

While the general unsoundness of the conditions developed during this 
period of expansion is now generally admitted, there was a tendency in 
many quarters, up to the crash of October, 1929, to contend that bank- 
ing and business conditions were fundamentally sound, and there is a 
tendency in some quarters to contend now that our banking and busi- 
ness conditions were then sormd and would have remained so except for 
certain unforeseeable developments in the world at large, involving a 
decline in world trade, widespread suspension of the gold standard, and 
an unparalleled world-wide deflation in commodity prices. It is the 
opinion of the writer that our condition of unbalanced prosperity was 
so precarious that it was clearly unwise for the banking system to make 
extensive loan and investment commitments based upon it, and that 
when the banks nevertheless proceeded to expand credit to the point 
reached by 1928 and 1929, collapse was inevitable sooner or later, re- 
gardless of economic and financial conditions in the world at large. 
Far from our own financial difficulties having resulted from develop- 
ments in other countries, our foreign trade and banking pohcies were 
important contributing factors in precipitating the crises abroad, par- 
ticularly when the lure of our speculative markets diverted investment 
funds to this country which might with advantage have remained in 
Europe. The statistics and other facts presented in this chapter support 
this point of view, and enough of them were available to serve as a 
guide for action by responsible authorities early enough to have pre- 
vented in large measure the complete financial and business collapse 
that later occurred. 

14. The Loans for the Account of Others 

The commercial bankers, seeking to free themselves from blame, have 
pointed to the e.\tenuating circumstance that a large part of the loans 
to brokers were made by the banks for the account of others, the others 
having been mainly wealthy corporations with an excess of liquid funds 
representing undivided profits or money received from the sale of stocks 
and bonds and not yet permanently invested in plant and equipment. 
The bankers point out also that, because business corporations were 
so well supplied with Hquid assets that they were in the loan market on 
the lending side instead of on the borrovung side, the banks were cut off 
in large part from the normal outlet for their funds — placement in 
short-term commercial loans. While this argument seems to have some 
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estate on an unparalleled scale. Comparatively little of the huge ex- 
pansion in bank credit was utilized in financing an expansion in the 
physical volume of industry and trade. The process involved the tying- 
up of a larger and larger proportion of ba^ funds in assets of a non- 
liquid character. The investments of the banks and the collateral 
they accepted for loans consisted of securities and real estate, capitaliz- 
ing at an unreasonable rate the high earnings of business concerns en- 
joying a temporary and unstable prosperity at the e.xpense of other 
elements of the population and business world. It was only a matter 
of time until the artificial prosperity would collapse, the bubble of specu- 
lation would be pricked, and the banks would be hard put to it to realize in 
full * on their assets. Forced fiquidation on an unheard-of scale could 
easily have been predicted by any well-trained banker or economist 
familiar with the facts and capable of reasoning without bias. Such 
predictions, in fact, were not lacking, but they were unpopular, and 
unheeded. In no responsible quarter was effective action taken while 
the time for action was ripe — not by the big bankers, the officials of 
the reserve banks, nor by the Federal Reserve Board. In default of 
such action the country drifted into financial disaster. In following 
chapters will be described briefly the nature and extent of this disaster 
and the new legislation on money and banking designed to remedy a 
very critical condition. 
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decline with disheartening persistence long after it had seemed to many 
that rock bottom must at last have bQcn reached. 

Since not all industries declined at the same rate, there were some 
whose decline exceeded that registered by the composite index. The 
index of steel ingot production, representing the decline in activity 
in the "prince or pauper” iron and steel industry, declined from 151.8 
in June, 1929, to 27.3 in June, 1932, a dechne of 82 per cent. The 
index of copper production shows a decline during this period of 75 8 
per cent; the index of lumber production, a decline of 70.9 per cent; the 
index of automobile production, a decline of 64.9 per cent. The index 
of bituminous coal production shows a milder decline of 56.1 per cent, 
and the index of cotton textile production, as represented by cotton 
consumption, a decline of only 40.5 per cent. 

The decline of activity in the building industry was even greater than 
in industrial production, the dechne here, as measured by the absolute 
index of construction of the Engineering News Record, having been 62.2 
per cent in the four-year period. On the other hand, the decline in agri- 
cultural production was relatively small, the variation in production 
during the four years, 1929-1932, having been the result more of varia- 
tions in climatic conditions than of scope of activity of the fanners. 
In 1932, as compared with 1929, the output of corn increased 13.5 per 
cent; the output of wheat decreased 10.7 per cent; the output of oats 
increased 10.3 per cent; the output of cotton decreased 12.2 per cent; 
and the output of hay decreased 6.5 per cent. Had there been no 
greater decline in industrial production than in agricultural production, 
the depression, as measured by production and employment statistics, 
would have been very mild indeed — comparable to the mil d setbacks 
of 1924 and 1927, rather than the grinding years of the seventies and 
early nineties. 

In this connection the car-loading figures are of interest. The 
yearly average of weekly loadings fell from 1,014,000 cars in 1929 to 
543,000 in 1932, a dechne of 46.4 per cent. But the loadings of gram 
and grain products declined by only 30.7 per cent during the same 
period, and they would have declmed even less if the ruinously low 
prices of grain relative to freight rates had not prevented the shipment 
to market of many thousands of cars of grain which otherwise would 
have become revenue-producing freight for the railroads. Had indus- 
trial production held up as well as agricultural production, there would 
have been no severe depression in transportation. The rather sharp 
decline in grain production in 1933 was the result of a poor season 
rather than of dehberate restriction of output. 
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Table XXV. Deblation Statistics: 1929-1933 * 


Item 

lO-’O 

1930 

1931 

1932 

1033 

Increase 
or decrease 
in per cent, 
1929-1932 

Month of Juno indexes of 
industrial 'production 
by the Standard Sta- 
tistics Company, ad- 
justed for seasonal vari- 
ation. Relatives, Jan. 
1, 1923, = 100 

Composite indc.x of indus- 
trial production .... 

132 7 

107.2 : 

88.1 

57.7 

91.0 

- 56.5, 

Steel ingot production. . . 

151.8 

100.4 

63.7 

27.3 

77.6 

-82.0 

Copper production . . . 

131.4 

76.8 

70.9 

31.8 

28.7 

-75.8 

Bituminous coal produc- 
tion 

98.0 

86.1 

70.9 

43.0 

61.4 

-56.1 

Automobile production — 
piiasengor cars 

191. 6 

109.8 

88.3 

07.3 

88.9 

- 64.9 

Lumber production .... 

100.2 

72 4 

52.3 

29.3 

42.8 

-70,9 

Cotton consumption 

108.1 

70 7 

91 2 

(kl.3 

139.6 

-40.5 

Annual crop production 
U.S. Department of 
Agriculture 

Coni (millions of bushels) 

2535 

2000 

2567 

2876 

2291 

4-13.6 

Wheat (millions of bush- 
els) 

813 

857 

900 

726 

515 

- 10.7 

Oats (millions of bushels) 

1118 

1276 

1118 

1233 

699 

-1-10.3 

Cotton (millions of bales) 

14.8 

13.9 

17.1 

13.0 

13.1 

- 12.2 

Hay (millions of tons) ... 

87.3 

74 3 

73.4 

82 0 

76.4 

- 6.6 

June index of construction 
volume, by the Enr/i- 
neenng News Record. 
Absolute mde.x, cor- 
rected for cost fluctua- 
tions. First of the 

month relatives, 

1913 =100 

347 

324 

243 

131 

109 

- 62.2 

Yearly average of weekly 
freight car loadings by 
American Railway As- 
sociation: unit, 1000 
cars 

Total 

1014 

879 

716 

543 

1 

-46.4 

Grain and gram products 

40.0 

43 4 

38.9 

31 9 


- 30.7 


* AU statistics in this table from Statistical Bulletins of Standard Statistics Company, with original 
sources indicated m the table. 
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2. Defl-vtion in Prices and Payrolls 

Table XXVI, on page 625, shows the extent of the deflation from 
June, 1929, to June, 1932, as measured by indexes of prices, payrolls, 
and cost of living. The table shows some interesting contrasts be- 
tween the decline in the prices of agricultural products and farm prices 
and the decline in prices of non-agricultural products. These contrast- 
ing price changes are closely related to the sharp contrast shown be- 
tween the decline in industrial production and the change in agricul- 
tural production during the period of depression, and this relation 
deserves careful attention. It will be observed that the indexes shown 
in Table XXVI are not all based on the same year, and the index num- 
bers themselves are not comparable for this reason. But the declines 
in the various indexes from 1929 to 1932 are made comparable by ex- 
pressing the decline of each on a percentage basis, with the index for 
June, 1929, considered as 100 per cent. 

On this basis the all commodity price index of the United States 
Bureau of Labor Statistics shows a decline from June, 1929, to June, 
1932, of 33.7 per cent; the non-agricultural products price index, a 
decline of 2S.3 per cent; and the farm products price index, a decline of 
55.8 per cent. The decline in the farm products price index was almost 
twice as great as the decline in the non-agricultural products price index. 
But the farm prices index of the United States Department of Agricul- 
ture, showing the prices actually received for farm products at the 
farm, shows more accurately the decline in the price of farm products, 
as it affected the prosperity and purchasing power of the farmer, than 
does the w'holesale price inde.x of the Bureau of Labor Statistics. The 
index of prices of all farm commodities, indicating the prices actually 
received by the farmers, and not the price paid at a distant market, fell 
61 5 per cent from June, 1929, to June, 1932; the grain inde.x fell 60.3 
per cent; the meat animal index fell 65 per cent; and the cotton and 
cottonseed index fell 74.7 per cent. By 1932 the grain and livestock- 
growers’ income, assuming that they continued to produce on the same 
scale, had been cut to about tivo fifths of their income of four years 
before, and the cotton-growers’ income had been cut to one fourth. 
Meanwhile, their overhead e.xpense in the form of taxes, interest, in- 
surance, etc., had been cut little if at all, and their current operating 
costs for implements, materials, and supplies and their cost of living 
expenses had declined relatively much less than their money income. 

This decline in the farmer’s income, relatively great when com- 
pared with the decline in the things he had to buy, as measured by the 
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price index of non-agricultural products, was the more disastrous be- 
cause in 1929, when this decline began, the prices of farm products had 
been for several years relatively lower than the prices of non-agricul- 
tural products, and consequently lower than his cost of production and 
cost of living, relative to pre-war conditions. 

Quite obviously, the unequal decline in the rate of industrial pro- 
duction and agricultural production was the primary cause of the un- 
equal decline in the prices of industrial and agricultural products. The 
manufacturing industries, when depression began to settle down on the 
country, refused to meet the situation by cutting prices to stimulate 
demand, but, on the contrary, clung to their high prices, and restricted 
output to the quantity that could be sold at those prices, the prices 
being maintained in most cases by some sort of monopolistic device — 
follow-the-leader, gentlemen's agreement, trade association, or what not. 

This policy of meeting the declming demand by restriction of output 
rather than by reduction of prices was mainly responsible for the tre- 
mendous gro^vth of unemployment and the disastrous decline in pay- 
rolls that marked the period. From June, 1929, to Jrme, 1932, the 
Federal Reserve Board index of factory employment fell from 102 to 
59.1, or 42.1 per cent, and the index of factory payrolls fell even more 
sharply, 61.2 per cent. At the end of this four-year period, the factory 
workers, with an income little more than one third of their income in 
1929, had seen their cost of living reduced by the relatively small amount 
of 22.2 per cent, assuming that they lived on the same standard as before. 
Obviously, they could not live on the same standard. Their command 
over commodities on the average was reduced approximately 50 per cent. 

3. Restbiction of Output Pkolongeo the Depression 

It is in these price relationships just discussed that one will find the 
fundamental cause of the prolongation of the depression. It ivill be 
recalled that the analysis made in the preceding chapter of the natiue 
of the prosperity of 1923-1929 indicated that it was highly artificial 
and unbalanced because it had not provided the farm population and 
the wage-earning class mth money income enough to continue purchas- 
ing the high-priced factory products at the current rate of production. 
The prosperity of industry had been prolonged by the artificial props 
of the installment plan, foreign loans, and stock market profits. When 
these failed, the demand for industrial products fell. Sharp price cuts 
at this time might have brought prompt readjustment in conditions of 
demand and supply and an early end to depression. But restriction of 
industrial output with artificial maintenance of high prices only made 
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matters worse. Rapidly declining payrolls, the inevitable concomitant 
of the policy of restriction, brought a further decline in demand, not 
only for industrial products, but for farm products, and intensified the 
decline in the price of farm products, which soon thoroughly demoralized 
agriculture, and destroyed ahnost completely the buying powers of the 
farmers. The ruin of the farmers reacted upon the demand for factory 
products, leading the restrictionists to resort to still further restriction, 
and so on month after month in a vicious decliniag spiral of deflation: 
in industry, deflation primarily in output and payrolls, and only second- 
arily in prices; in agriculture, deflation in prices, but not in production. 

The restrictionists, it should be added, tended by their policies to 
reduce the demand for their own products, not only by deflating pay- 
rolls and farm prices, but more directly, by mutually cutting down the 
quantity of materials, supplies, or machines they bought from one an- 
other. Statistics of industrial production and prices point strongly 
to the conclusion that the four years of depression were characterized 
in industry, not by competitive cutting of prices among the producers 
in a given industry as a means of stimulating demand and maintaining 
output, but by compehlive restriction of output among industries, for the 
purpose of maintaining prices. In these four years prices of non-agri- 
cultural products declined only 28.3 per cent, but the physical volume 
of industrial production fell 56.5 per cent, almost exactly twice as much. 
It was this pohcy of adjusting supply to demand, substituted for the 
old-fashioned competitive practice of adjusting price to demand, that 
prolonged and deepened the depression to the point of complete in- 
dustrial and financial collapse. There were, of course, important con- 
tributing causes, including the slaughter of prices on the stock and 
bond markets, the deflation of bank credit, the demoralization in foreign 
trade, and the financial crises in foreign countries; and these causes 
deserve consideration. 


4. Deflation op Secubities 

Table XXVII, on page 628, shows the astounding decline in the 
prices of stocks and bonds from the peak of the 1929''inflation to the 
bottom of the bear market in 1932. The weekly stock price index of 
the Standard Statistics Company, representing the prices of 421 im- 
portant industrial, rail, and public utility stocks, declined from a high 
of 228.1 in 1929 to a low of 32.5 in 1932, a decline of 85.7 per cent. Ob- 
viously, this long and tremendous decline in stock prices — the averages 
dropping lower and lower, year after year, although rallying sharply 
from time to time — was ruinous to marginal traders on the long side 
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of the market. Only those speculators and investors who OTOed their 
stocks practically outright in 1929 were able to hold on to their stocks 
to the bottom of the depression, and thus remain in a position possibly 


Table XXVII. Deflation Statistics: 1929-1933 — continued * 



1920 

1930 

1031 

1932 

Jan 1933 

1 

Decrease, 
1929 high 
to 1932 low 
(per cent) 

Weekly stock price index t 
^ Standard Statistics 
Company (421 stocks). 
Relative, 1926 = 100. 

Low 

High 

j 

140 3 
228 1 

105 5 
184 2 

54 7 
122 5 

32 5 

01 1 

1 

1 

47.8 
50 3 

85.7 

Total market value of New 
York Stock Exchange 
hsted securities (based 
on first of month 
prices), by New York 
Stock Exchange. 

Unit, 31,000.000,000: 
Stocks and bonds 

Low 

High 

Stocks 

Tjfiw 

110 6 
136 4 

63 59 
89 67 

46 36 

101 3 
123 5 

53 31 
76 08 

1 

70 62 
104 9 

31 11 
57 05 

52 99 
67.85 

15 63 
27 78 

1 

1 

54.69 

o 

a 

eJ 

61.2 

82 6 

High 

a 22 77 

Bond's 

Low 

47 17 

39 51 

36 86 
40 13 


22 2 

High 

47.39 

49 29 

49 18 






* ^ndar^ SiaiuUcal BiUUUn, published by Standard Statistics Company , 

t The index of 421 stocks is weighted by tho number of shares of each stock outstanding Corrected 
for the value of rights, stock dividends, changes in par value, and consolidations. Included are 351 
industrials, 33 rails, and 37 utilities. 

to recoup their losses in the next (it seems inevitable) period of inflation. 
And the outright investor, who bought and paid for his stocks at the 
top of the market in 1929 had not much joy in the fact that his stocks 
still reposed in his safe-deposit box at the bottom of the depression, 
worth then fifteen cents on the dollar. 

The total market value of all stocks listed on the New York Stock 
Exchange, based on the first of the month prices, showed a decline from 
the 1929 high to the 1932 low almost the same as the decline in the 
Standard index of prices — the dechne in the total market value having 
been 82.6 per cent. Even the investor who shunned stocirs and placed 
his money in bonds, including a fair proportion of United States gov- 
ernment bonds, suffered a loss of 22.2 per cent during these four years, 
unless his selections showed a smaller decline than the average. This 
decline of 22.2 per cent in the total market value of bonds listed on the 
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New York Stock Exchange, when compared with the decline of 82.6 
per cent in the market value of listed stocks, offers a comment, sufficient 
in itself, on the theory offered by the new era economists, that a well- 
diversified list of common stocks lepresents an investment as safe as a 
similar list of bonds. Obviously, the theory does not hold true when 
the stoclcs are bought at a time of wild speculation and held to the 
bottom of a deep depression. 

The great decline in the value of stoclis and bonds was closely inter- 
related as cause and effect with the deflation of bank credit dm’ing this 
period of deflation, which we will now considei*. 

5. Devlation op B^vkk Lo^ms and Investments 

In our analysis of the post-war deflation of 1920-1921, it was pointed 
out that banks — reserve banks and others — in the United States 
had been unjustly accused of deflating business and agriculture and 
the stock market. What actually occurred at that time was that the 
speculators in securities, real estate, and commodities, having practically 
e.xhausted the powers of bank credit expansion, saw their speculative 
profits melting away as prices began to tumble. Stampeded into a 
vain attempt to unload their holdings on one another, they subjected a 
market almost bare of buying orders to a tremendous pressure of selling 
orders and brought about a sharp collapse of prices in the three fields 
of speculation — securities, commodities, and real estate. The busi- 
ness men and the speculators deflated one another — the bank credit 
deflation of that period was a result rather than a cause of industrial 
and agricultural deflation. 

But during the 1929-1932 deflation period, the deflation of bank 
credit, while itself largely a result of deflation in business and specula- 
tion, reacted, for reasons to be explained, upon business and speculation, 
forcing further deflation in the activities of these. Business men and 
speculators on the one hand and the banlcs on the other mutually de- 
flated each other. The reason for this interaction was that the banks 
had themselves become involved to an unprecedented extent in specu- 
lative operations. 

It will be convenient to begin our analysis of the bank credit deflation 
of 1929-1932 with a discussion of banlc loans and investments of the 
period. In Table XXVIII on bank loans and investments, on page 630, 
end of month figures, are given in order to obtain comparable figures 
of member and non-member banlcs. Aside from this consideration, it 
would have been preferable to use monthly average of daily figures, 
since the end of month figures are in some measure distorted at times 
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Table XXVIII. Deflation Statistics; 1929-1933 — continued * 
Bank Logins and Investments 


£u<l of month figures (la millions of dollars} 



Juno 

Juno 

Juno 

June 

Sept. 

Change, June, 1929- 
June, 1933 







Amount 

Per cent 

Loans: 









Member banks 

2565S 

25214 

21816 

16587 

15924 

— 

9071 

-35.4 

Non-member banks 

15853 


13568 

11247 

11061 

— 

4606 

-29.1 

All banks 

41512 

40618 

35384 

27834 

26985 

— 

13678 

-33.0 

Investments; 

Member banks 

10052 

■ 1 


11414 

12121 


1362 

■ 

Non-member banks 

16910 

BS S 

7531 

6823 

6746 

— 

87 

BDI 

All banks 

16962 


19637 

18237 

18867 

-f- 

1275 

EDI 

Loans and Investments; 









Member banks 

35711 

35656 

33923 

28001 

28045 

— 

7710 

-21.6 

Non-member banks 

22763 

22453 

21099 

18071 

17807 

— 

4692 

- 20.6 

All banks 

58474 

58108 

55021 

46071 

45852 

- 

12403 

-21.2 

Classification of loans of all 
member banks: 

Loans to customers other 
than banks: 

Secured by: 

Stocks and bonds .... 

7734 

8061 

7117 

5292 

5056 


2442 

-31.6 

Real estate 

3164 

3155 

3216 

2894 

2885 


270 

- 8.5 

All other lo.ans 

1161S 

10349 

8922 

7081 

6527 

— 

4537 

-39.1 

Total 

22517 

21505 

19257 

15267 

14497 

- 

7250 

- 32.2 

Loans to brokers in New 









York 

2025 

2365 

1217 

278 

414 

— 

1747 

-86.3 

Total loans secured by 
stocks and bonds 

10094 

10656 

8563 

5916 

5770 

— 

4178 

-41.4 

Classification of invest- 
ments of member 
banks; 

U.S. government securi- 
ties 

4155 

4061 

5343 

5628 

6366 

+ 

1473 

-f 35.4 

Other securities 

5898 

0380 

6763 

5786 

5755 


112 

- 1.9 

Deposits, exclusive of inter- 
bank deposits: 

Member banks 

32284 

33680 

31566 

24755 

24903 


7529 

-23 3 

Non-member banks 

21567 

21264 

20216 

17208 

17040 

— 

4359 

-20.2 

All banks 

53852 

54954 

51782 

41963 

41942 

- 

11889 

- 22.1 


* All atatistica in this table from Federal Rcserte Bulletin^ ISIarch, 1933. 
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by efforts of the banks at window-dressing in preparation for publica- 
tion of their statements at call dates. For non-member banks monthly 
average of daily figures covering loans, investments, and deposits are 
not available. It may be added that the conclusions drawn from the 
statistics given in Table XXVIII would not need to be materially altered 
if the monthly average of daily figures for member banks had been sub- 
stituted for the statistics given. 

To begin with, it may be noted that the decline in the loans and the 
investments of member and non-member banlcs fell far short of the 
decline in the index of industrial production, the inde.x of construction, 
and the index of factory employment. Loans and investments of mem- 
ber and non-member banks combined declined in the four years from 
June, 1929, to June, 1932, only 21.2 per cent, while industrial produc- 
tion declined 56.5 per cent, construction declmed 62.2 per cent, and 
factory employment, 42.1 per cent. Deposits of all banks combined 
likewise declined less sharply than industrial production, construction, 
and factory employment, the decline in deposits having been only 22.1 
per cent, almost the same as the decline in bank loans and investments. 
In short, the decline in the physical volume of production during these 
four years was relatively more than twice as great as the decline in 
bank credit, whether this credit be measured by loans and investments 
or by deposits. Even the decline in car loadings, which represents 
roughly the composite decline of physical production as a whole, in- 
cluding agricultural production as well as industrial production, was 
relatively twice as great, at 46.4 per cent, as the decline in bank credit. 

But to make the comparison fair between bank credit measured in 
dollars and the physical volume of production, the decline in the latter 
needs to be adjusted to take into consideration the lower level of prices. 

A rough measurement of the decline in industrial production, as meas- 
ured in dollars, may be made as follows: Subtracting the decline in in- 
dustrial production of 56.5 per cent from 100 per cent, we get 43.5 per 
cent. Subtracting the decline in non-agricultural prices of 28.3 per 
cent from 100 per cent, we get 71.7 per cent. Multiplying 43.5 per 
cent by 71,7 per cent, we get 31.2 per cent, a figure which indicates 
roughly the rate of industrial production, on a dollar basis, in June, 
1932, expressed as a percentage of the rate in June, 1929. The decline 
is 68.8 per cent. Allowing for an element of error in this calculation, 
it still remains obvious that industrial production, talcing the price 
level into consideration, declined a great deal more rapidly during the 
depression than the amount of bank credit. It would hardly be safe 
to say that the banks by contracting credit 21 or 22 per cent had forced 
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a contraction in induatrial production of 68.8 per cent, or a decline in 
the total value of stocks listed on the New York Stock Exchange of 
S2.6 per cent. 

Not only did bank credit decline less than industrial production dur- 
ing the four-year period as a whole, but the decline in bank credit 
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CHART DC. TURNOVER OP DEPOSITS 
Based on estimated figures of debits to individual accounts 
for reporting member banka on leading cities Figures of de- 
posits are for net demand plus time deposits of these banks 
From the Federal Fe^erte BuUetxn, January, 

tended to lag considerably behind the decline in production and com- 
modity prices during the whole four years. This holds true ako of the 
amount of money in circulation outside the reserve banks and the 
Federal Treasury. Money in circulation not only did not decline as 
rapidly as prices, but finally, before the bottom of the depression was 
reached, actually began to increase rapidly, so that by June, 1932, the 
amount of money in circulation was 3843,000,000 greater than in June, 
1929. Obviously, neither the factor of declining bank credits nor of 
money in circulation forced the deflation of business. The major 
causes of the decline in busmess were, first, the maldistnbution of buy- 
ing power arising from the lack of balance between prices of finished 
manufactured goods on the one hand, and the prices of raw materials 
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and wages on the other, and secondly, the lack of desire of those with 
buying power, in the form of cash or bank credit, to use it. The opera- 
tion of the second cause is clearly indicated by the fact that bank debits 
declined more rapidly than bank deposits, showing that the velocity of 
bank deposits was slowing down. There was hoarding of bank deposits 



CHAKT X. DEBITS TO INDIVIDUAL ACCOUNTS 
{Annual Boats 1923-1925 « 100) 

i 

Based on dcbita to individual accounts for 141 cities. 

From the Federal Reserve Bulletin^ January, 1933. 

during this period as well as hoarding of money, and the former was 
much more detrimental to business than the latter, although less dis- 
turbing to the cash reserve ratios of the banks. In terms of the quan- 
tity theory of money, the decline in V and Y' was much more severe 
and disastrous in its consequences than the decline in ilf and M'. 

6. The Banks and Deflation of Business and the Stock 

M<vkket 

None the less, the commercial banks did take an active part in the 
deflation process. As a consequence of their unwise policy of undue 
expansion in the total volume of their loans and investments, without 
which the stock market orgy could not have taken place, and of the 
even more unwise policy of tying up a larger and larger proportion of 
their resources in real estate and stock market loans, and in invest- 
ments in securities other than United States bonds, the banks were in 
a very poor position to withstand a period of declining prices and busi- 
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ness activity without putting undue pressure upon their customers and 
upon the investment market. Having made unduly large loans on 
corporation stocks, the banlcs as a group had to call such loans when 
stock prices fell in order to safeguard themselves from loss through in- 
adequately collateraled loans. Such callmg of loans forced additional 



CHAKT XI. WHOLES-^LB PRICE MOVEMENTS — FOUR SIAJOR GROUPS 

(1929 = 100) 

Index numbere computed from selected data for details see Federal i?€- 
eeree BuUchn for December, 1932, page 734 
From the Federal Rceene BuHcixiit July, 1933 


stock on a weak and declinmg market, causing additional breaks in the 
market, requiring additional calling of loans to protect still other ac- 
counts, and so on in a vicious circle. A similar situation existed in 
respect to the investments of the banks in corporation and foreign 
bonds. When the prices of these bonds — many of them of very un- 
certain value in the first place, and not proper investments for a bank 
entrusted with the use of other people’s money — began to fall, many 
banks felt impelled to sell, and their selling precipitated additional de- 
clines, causing still more banks to sell, thus causing further breaks in 
the bond market. 

In addition to the calling of loans and liquidation of investments by 
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The effect of this deflation by the banks was felt directly most keenly 
by the stock and bond market, but indirectly it was a great factor in 
further depressing business and retarding recovery, because it tended 
to destroy the buying power and the borrowing power both of producers 
and consumers. It hurt business both at the buying end and the selling 
end, and reacted upon commodity prices, depressing them to lower and 
lower levels. Nevertheless, the banks are to be blamed less for their 
policy of deflation, which was in large measure forced upon them by pres- 
sure of circiunstances not within the control of their managements, than 
for their earlier policy of inflation, which they entered upon and per- 
sisted in quite voluntarily, and from which they might have desisted 
at any time they cared to adopt the fimdamental principle of sound 
banking, namely, that safety should take precedence over profits in 
a business operating with other people’s money. 

It is interesting to note in what quarters the banks deflated most 
drastically. During the four-year period, June, 1929, to June, 1932, 
member banks deflated loans 35.4 per cent; but they actually increased 
their investments during this period by 13.5 per cent. The increase in 
investments was, however, wholly accounted for by increased holdings 
of govermnent bonds. While holdings of government bonds had in- 
creased SI, ITS, 000,600, holdings of other securities had declined S112,- 
000,000, If we look at the situation in June, 1931, more than a year 
and a half after the first break in the market, we find not only a great 
increase in government bond investments, but also a rise of more than 
$800,000,000 in investments in other securities by the member banks. 
The banks had not yet lost confidence in corporation and foreign gov- 
ernment bonds. Between June, 1931, and June, 1932, however, defla- 
tion in such investments was precipitous. Up to June, 1931, a heavy 
reduction in loans by member banks had been offset more t.bnn 50 per 
cent by a heavy increase in investments; after this date they deflated 
both loans and investments, other than government bonds. 

As for loans, loans to brokers were deflated most drastically, the 
decline in the four years having been 86.3 per cent. Loans to their 
customers, secured by stocks and bonds, the member banks reduced only 
31.6 per cent, real estate loans to their customers only 8.5 per cent, and 
all other loans, 39.1 per cent. In short, deflation of bank credit affected 
most severely bank credit which had been e.vtended in connection with 
operations on the stock and bond market, so that inflation and deflation 
had occurred mainly in the same quarters. 
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dined 21.4 per cent, as against a decline of 21.6 per cent in the total 
of their loans and investments. During this period the member banks, 
taken as a whole, were strengthening their cash reserve position wth 
the federal reseiw'e banks, their eveess cash rc.ser\'cs rising from the low 
figure of $-11,700,000 in June, 1929, to $231,000,000 in June, 1932, while 
their borrow’ing at the banks declined from $97 1,000,000 in June, 1929, 
to $-194,000,000 in June, 1932. Naturally, not all banks shared equally 
in this betterment. Unfortunately, more than five thousand banks were 
unable to witlistand the strain of deflation during the three calendar 
years, 1930-1932, and were forced to suspend, more than one thousand 
of these being member banks. The banks which failed had presumably 
e.xhausted their borrowing powers at the reserve banks, but the member 
banks in the aggregate had during this period a great deal of unused 
borrow'ing power. In June, 1932, for example, at one of the very worst 
periods of the depression from the point of view of business activity, the 
country banks alone held govermnent securities and eligible commer- 
cial paper to the amount of .$1,965,000,000, as against total borrowings 
at the reserve bank in the same month of only $-191,000,000 for all 
member banks. Government securities and ehgiblc paper of aU mem- 
ber banks at this date aggregated $7,407,000,000. Thcic is no evidence 
heie of restriction of bank credit through lack of paper discountable at 
the reserve banks. Nor is there any evidence in the federal resen'e 
bank statistics that deflation w-as forced upon the country by federal 
reserve bank operations. 

8. Feder vl Reserve HiVXK Credit, 1929-1932 

From June, 1929, to June, 1931, federal reserve bank credit declined 
from $1,317,000,000 to $945,000,000, or considerably less than the de- 
cline in bills discounted. During the same period bills bought and 
government securities expanded. The reserve banks in fact were en- 
gaged in the process of easing credit by a very substantial increase in 
their holdings of government bonds during these two years, rather than 
in deflating credit. Member banks reduced their indebtedness to the 
reserve banks, not because they w'ere under pressure to do so, but be- 
cause they preferred to do so, and the reduction was made possible by 
the liberal purchases of government securities by the reserve banks on 
the one hand and an increase of more than $500,000,000 in the monetary 
gold stocks of the country, while money in circulation increased by less 
than $100,000,000. 

During the later part of the period of depression, when hoarding of 
currency caused a sharp increase in the amount of money in circulation 
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TABiiE XXX. Deflation Statistics: 1929-1933 — continued * 
Federal Reserve Bank Credit 

(Average o( daily figutea in millions of doUaxa) 



June 

1929 

Juno 
1930 ; 

June 

1931 

June 

1932 

Jan 

1933 

Change 

192^-32 

Reserve bank credit outstanding: 




495 

255 


483 

Bills discounted 

978 

251 

188 

— 

Bills bought 

99 

141 

121 

50 

32 

^^9 


1J.S. Government seounties . 

179 

571 

610 

1697 

1806 


Other reserve bank credit 

61 

37 

26 

20 

17 

■3 

sia 

Total 

1317 

1000 

945 

2262 

2110 

+ 


Factors of decrease: 








Monetary gold stocks . . . 

4311 

4528 

4865 

3956 

4547 

— 

355 

Treasury currency 

1779 

1775 

1759 

1787 

1901 

+ 

8 

Factors of increase: 








Money in circulation . ... 

4CS7 

4489 

4750 

5630 

5631 

+ 

843 

Member bank reserve balances 

2314 

2392 

2404 

2062 

i 2516 

. — 

252 

Non-member bank deposits, etc. 

30 

27 

35 

65 

60 

+ 

35 

Unexpended capital funds 

376 

395 

380 

348 

! 351 

— 

28 


♦ Annual Reports of Federal Rescrte Board and i^'fdrrcl Rctene March* 1933. 


tension of credit during the whole period from October, 1929, when the 
first crash occurred on the stock market, to the time when the lack of 
“free gold” threatened to limi t further extension of credit in the early 
months of 1932, indicates that the Federal Reserve System as a whole 
could easily have borne the shocks of the banking crisis if the member 
banks themselves had not been so heavily encumbered as they were 
with non-liquid assets in the form of real estate loans, stock market 
loans, and investments in questionable bonds, not to mention heavy 
investments in speculative real estate. "When the banks began to 
fail in increasing numbers, undermining confidence, and generating 
hoarding of currency on an enormous scale, runs on banks, and a flight 
from the dollar, the situation got out of hand, and collapse could have 
been staved off only by a banking system capable of redeeming a very 
large part of aU deposits in gold upon demand — a thing which no 
.banking system in the world could do. 
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lative compulsion, the people were induced to exchange gold which 
had been in circulation for other kinds of money, and those who de- 
manded redemption of paper in gold were stigmatized as vmpatriotic. 
By such means most of the gold in the country, including not only 
that which had been in circulation among the people, but also that 
held by the joint-stock banks, was concentrated in the Bank of England, 
whose gold reserves rose from £34,983,000 at the end of 1913 to £128,- 
268,000 at the end of 1920. Export of gold was not specially pro- 
hibited imtil May, 1917, but during this interval exportation, except 
for limited amounts, was prevented by indirect methods. 

With the gold standard thus in reality abandoned, although nominally 
still in operation, the w’ay was open for inflation of the currency in the 
manner characteristic of war finance. The instruments used in this 
case were advances to the Government by the Bank of England, ad- 
vances to their customers by the other banks, investments in govern- 
ment securities by the banks, and the issue of the government currency 
notes. The process of bank credit inflation was described as follows 
by the Report of the Cunliffe Committee of 1918: 

Suppose, for e.xample, that in a given week, the Government require 
£10,000,000 over and above the receipts from taxation and loans from the 
public. They apply for an advance from the Bank of England, which by a 
book entry places the amount required to the credit of Public Deposits in the 
same way as any other banker credits the account of a customer when he 
grants him temporary accommodation. The amount is then paid out to con- 
tractors and other government creditors, and passes, when the checks are 
cleared, to the credit of their bankers in the books of the Bank of England — 
in other words, is transferred from Public to “Other” Deposits, the effect of 
the whole transaction thus being to increase by £10,000,000 the purchasing 
power in the hands of the public in the form of deposits in the Joint Stock 
Banks and the bankers' cash at the Bank of England by the same amount. 
The bankers' liability to depositors having thus increased by £10,000,000, and 
their cash reserves by an equal amount, their proportion of cash to liabilities 
(which normally before the war was something under 20 per cent) is improved, 
with the result that they are in a position to make advances to their customers 
to an amount equal to four or five times the sum added to their cash reserves, 
or, in the absence of demand for such accommodation, to increase their invest- 
ment by the difference between the cash received and the proportion they re- 
quire to hold agaiMt the increase in their deposit liabilities. Since the out- 
break of the war, it is the second procedure which has in the main been fol- 
lowed, the surplus cash having been used to subscribe for Treasury Bills and 
other government securities. The money so subscribed has again been spent 
by the Government and returned in the manner above described to the bank- 
ers' cash balanc^, the process being repeated again and again until each 
£10,000,000 originally advanced by the Bank of England had created new 
deposits representing new purchasing power to several times that amount. 
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Such an expansion in banlc deposits as indicated in the foregoing 
quotation from the Cunliffo Committee Report could not, of course, go 
on without a corresponding increase in money in circulation, the bank 
credit inflation having been accompanied, as we shall see in a moment, 
by a sharp rise in prices, requiring more money for meeting payrolls and 
the demands of retail trade. This increase in currency was provided 
by the issue of currency notes, the government paper money already 
referred to. The currency notes were placed in circulation through the 
Banlc of England, the joint-stock banlcs receiving currency notes from 
the Bank of England in exchange for an equal amount of their deposits 
at the Bank. 

The required increase in the amount of money in circulation might 
have been supplied directly by the Banlc of England, since, with the 
Bank Act suspended, the way was open for an unlimited increase in the 
amount of the uncovered note issue. Actually the Bank exceeded the 
limit of the Bank Act for only a trifling amount and for only a few days. 
On account of the enormous increase in its gold reserve, however, the 
Bank was able to expand its gold-covered notes outstanding from 
£34,983,000 at the end of 1913 to £132,851,000 at the end of 1920. 
This increase in the gold-covered note issue, it should be noted, repre- 
sented no real expansion in the currency, since it was based upon a 
withdrawal of an equal amount of gold from circulation. But the issue 
of currency notes represented just so much expansion in the supply 
of money. These notes increased rapidly in amount until a maximum 
of about £370,000,000 was reached in 1920, this presumably being 
the amount required to support the increase in bank deposits from 
£1,142,038,000 at the end of 1913 to £2,739,155,000 at the end of 1920. 

2. The Rise in Prices in England 

The e.\panaion of the currency and bank credit in England during 
the period from 1914 to 1920 made possible a great rise in prices, and 
because of the great demand for commodities by the Government and 
the public, this potential rise in prices became real. Rising prices 
naturally stimulated business activity and the purchase of goods so 
that the rise in prices actually outran the increase in the quantity of 
money and bank deposits — the increase in the velocity of circulation 
of money and bank deposits characteristic of boom periods giving prices 
an additional fillip. At the peak of price inflation early in 1920, Eng- 
lish prices had risen to above 300 per cent of the pre-war level, or rela- 
tively, considerably more than in the United States. As in the United 
States, there had been a slight dip in prices at the end of the war, fol- 
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lative compulsion, the people were induced to exchange gold which 
had been in circulation for other kinds of money, and those who de- 
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manner characteristic of war finance. The instriunents used in this 
case were advances to the Government by the Bank of England, ad- 
vances to their customers by the other banks, investments in govern- 
ment securities by the banks, and the issue of the government currency 
notes. The process of bank credit inflation was described as follows 
by the Report of the Cunliffe Committee of 1918 : 

Suppose, for example, that in a given week, the Government require 
£10,000,000 over and above the receipts from taxation and loans from the 
public. They apply for an advance from the Bank of England, which by a 
book entry places the amount required to the credit of Public Deposits in the 
same way as any other banker credits the account of a customer when he 
grants him temporary accommodation. The amount is then paid out to con- 
tractors and other government creditors, and passes, when the checks are 
cleared, to the credit of their bankers in the books of the Bank of England — 
in other words, is transferred from Public to “Other” Deposits, the effect of 
the whole transaction thus being to increase by £10,000,000 the purchasing 
power in the hands of the public in the form of deposits in the Joint Stock 
Banks and the bankers’ cash at the Bank of England by the same amount. 
The bankers’ liabihty to depositors having thus increased by £10,000,000, and 
their cash reserves by an equal amount, their proportion of cash to liabilities 
(which normally before the war was something under 20 per cent) is improved, 
with the result that they are in a position to make advances to their customers 
to an amount equal to four or five times the sum added to their cash reserves, 
or, in the absence of demand for such accommodation, to increase their invest- 
ment by the difference between the cash recehed and the proportion they re- 
quire to hold against the increase in their deposit liabilities. Since the out- 
break of the war, it is the second procedure which has in the main been fol- 
lowed, the surplus cash having been used to subscribe for Treasury Bills and 
other government securities. The money so subscribed has again been spent 
by the Government and returned in the manner above descnbed to the bank- 
ers' cash balances, the proce^ being repeated again and again until each 
£10,000,000 originally advanced by the Bank of England had created new 
deposits representing new purchasing power to several times that amount. 
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Such an expansion in bank deposits as indicated in the foregoing 
quotation from the Gunliffc Committee Report could not, of course, go 
on without a corrcspondmg increase in money in circulation, the bank 
credit inflation having been accompanied, as we shall see in a moment, 
by a sharp rise in prices, requiring more money for meeting pa3nrolls and 
the demands of retail trade. This increase in currency was provided 
by the issue of ciurency notes, the government paper money already 
referred to. The currency notes were placed in circulation through the 
Bank of England, the joint-stock banks receiving currency notes from 
the Bank of England in exchange for an equal amount of their deposits 
at the Bank. 

The required increase in the amount of money in circulation might 
have been supplied directly by the Bank of England, since, with the 
Bank Act suspended, the way was open for an unlimited increase in the 
amount of the uncovered note issue. Actually the Bank exceeded the 
limit of the Bank Act for only a trifling amount and for only a few days. 
On account of the enormous increase in its gold reserve, however, the 
Bank was able to expand its gold-covered notes outstanding from 
.£34,983,000 at the end of 1913 to £132,851,000 at the end of 1920. 
This increase in the gold-covered note issue, it should be noted, repre- 
sented no real expansion in the currency, since it was based upon a 
withdrawal of an equal amount of gold from circulation. But the issue 
of currency notes represented just so much expansion in the supply 
of money. These notes increased rapidly in amount until a maximum 
of about £370,000,000 was reached in 1920, this presumably being 
the amount required to support the increase in bank deposits from 
£1,142,038,000 at the end of 1913 to £2,739,165,000 at the end of 1920. 

2. The Rise in Prices in Enge-vno 

The e.xpansion of the currency and bank credit in England during 
the period from 1914 to 1920 made possible a great rise in prices, and 
because of the great demand for commodities by the Government and 
the public, this potential rise in prices became real. Rising prices 
naturally stimulated business activity and the purchase of goods so 
that the rise in prices actually outran the increase in the quantity of 
money and bank deposits — the increase in the velocity of circulation 
of money and bank deposits characteristic of boom periods giving prices 
an additional fillip. At the peak of price inflation early in 1920, Eng- 
lish prices had risen to above 300 per cent of the pre-war level, or rela- 
tively, considerably more than in the United States. As in the United 
States, there had been a slight dip in prices at the end of the war, fol- 
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lowed by another sharp rise lasting until near the middle of 1920, when 
a sharp decline set in lasting to near the end of 1921. 

From 1915 to 1922 prices in Great Britain were relatively higher than 
in the United States. From 1919 on the difference was approximately 
the same as the premium on the gold dollar in terms of the depreciated 
poimd sterling, so that when reduced to a gold basis the prices in the 
two countries were about on a par relative to the respective pre-war 
prices. On a gold basis prices in both countries fluctuated closely 
around 150 per cent of the pre-war level, from 1922 to 1925, when the 
gold standard was restored — temporarily, as it turned out — in Great 
Britain. 

3. Pegging the Pound 

At the outbreak of the war, sterling exchange in New York rose 
substantially above par, the rise resulting primarily from the desire 
of the British banks and financial houses to transfer funds in foreign 
countries to London to meet immediate and pressing needs. Tempo- 
rarily the demand for sterling exchange in New York exceeded the sup- 
ply, and the rate rose, not only above par, but above the gold export 
point. In a short time, however, the rate declined, as a result of a 
growing excess of English imports over exports, and before the end of 
1914 the rate in New York on London had fallen below par. Owing to 
the restrictions on exports of gold from England, the decline in the 
pound was not checked at the (New York) gold import point, but con- 
tinued until, in September, 1915, it reached 54.50. 

To prevent a further decline in sterling e.xchange the British Gov- 
ernment resorted to stabilization operations, and from early 1916 to 
March, 1919, the pound was pegged at 54.76. The process of pegging 
the pound at $4.76 involved obtaining dollar loans in New York in 
amovmts sufficient to offset the excess of the payments due to the Ameri- 
cans by the British over the payments due to the British by Americans, 
including payments both public and private for goods and services, and 
making allowance for roimdabout payments through a third country 
in the so-called triangular trade operations. Practically speaking, these 
loans paid for the munitions and other materials purchased in the 
United States by the British to be used in prosecuting the war, since it 
was the purchase of war materials in enormous quantities that was the 
primary factor in developing the “ unfavorable ” balance of trade. Leav- 
ing out of consideration various complicating factors which need not 
here concern us, the following formula indicates the amoimt of loans 
required to stabilize or peg the pound: 

British Exports plus American Loans = British Imports 
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Before the United States entered the war, the British loans in New 
York were made through the banking house of J. -P. Morgan and Com- 
pany, After we entered the war, the loans were advanced directly by 
the United States Government to the British Government, the total 
amount of such loans made during the period from April, 1917, to 
May, 1919, exceedmg $4,000,000,000. 

Obviously, if these loans had not been made, and if the British had 
nevertheless attempted to purchase supplies in the United States on 
the same lavish scale, the supply of sterling exchange in New York 
would have so far exceeded demand that the rate would have dropped 
precipitously. The fall could not have been checked by the export of 
gold from London, because, aside from the restrictions on such export, 
there was not enough gold in England to strike a balance. Such a drop 
in the pound sterlmg would have greatly increased the cost of American 
goods in pounds sterling, assuming that prices in doUais had remained 
the same in New York, and would have correspondingly increased the 
difficulties of the British in financing the war. Obviously prices, in 
England, of goods imported from the United States would have tended 
to rise in proportion to the fall in the rate of exchange, and this rise in 
the cost of miported goods would have tended to spread to other goods 
in England, and to money wages. At the same time the higher costs 
to the Government of the materials purchased at home and abroad 
would have necessitated larger domestic loans and larger issues of cur- 
rency notes — that is to say, more mflation. Without the war loans 
in the United States, the British Government actually could not have 
bought supplies on the enormous scale on which such supphes were 
bought; any attempt to have done so would have resulted merely in a 
complete collapse of the pound sterlmg, and limitless inflation. 

"When, early in 1919, the stabilization operations were discontinued, 
sterling exchange fell rapidly, reaching a low of about $3.20 in Febru- 
ary, 1920. From the date when the pegs were removed from the pound 
until the gold standard was restored in Great Britain in 1925, the rate 
of sterling exchange fluctuated in accordance with the relative demand 
and supply, approximately at a level indicated by the purchasing power 
parity theory discussed in our chapter on Foreign Exchange. 

4. Temporaky Restoration of the Gold St^indabd 

Under the Gold Standard Act, which became effective May 13, 1925, 
Great Britain attempted to restore substantially the pre-war condi- 
tions in money and banking, with, however, one very important differ- 
ence. Under this act the Bank of England, while not required to re- 
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deem its notes and the currency notes in gold coin, was required to pay 
out gold in the form of bars contaming approximately 400 ounces of 
fine gold m exchange for its own notes and the currency notes, both 
legal tender, at the rate of 3 pounds, 17 shillings, and 10.5 pence per 
standard ounce. The effect of this provision was to bring the paper 
money to a par with gold, but to keep gold coin out of circulation; 
only the Bank of England had the power to demand to have the gold 
bulhon made into coin at the Government Mint. Thus, practically 
the entire stock of gold in the country was conserved as gold reserve at 
the Bank of England. The act provided that the embargo on gold 
exports, which expired in December, 1925, should not be renewed, and 
that meanwhile the Bank of England should be granted a license to 
export gold freely to meet foreign trade requirements. In short, England 
had re-established the gold standard in that modified form referred to 
as the gold bullion standard. 

As temporary measures, to prevent an attack on the pound sterling 
by speculators and an external drain of gold, the British Government 
arranged for a loan of $160,000,000 with J. P. Morgan and Company, 
and the Bank of England arranged for a loan of $200,000,000 from the 
Federal Reserve Bank of New York — neither loan to be actually used 
unless needed. The mere knowledge that these credits were available 
prevented a speculative attack on, sterling, and the credits themselves 
were never utilized. The New York Federal Reserve Bank loan, inci- 
dentally, was severely criticized in some quarters in the United States 
as an unwarranted use of federal reserve bank funds. 

Thus, not only was the old unit of value, the gold pound of 113.002 
grains of fine gold, restored in Great Britain, but the Bank of England 
remained as before the war the core of the English banking system, with 
even more definite control over the rate of foreign e.xchange and the 
import and export of gold. In the realm of the joint-stock bnnks there 
had been important changes. By the process of amalgamation the 
number of joint-stock banks had been reduced from 43 in 1913 to 18 
at the end of 1925. In this group the Big Five — the Midland, Lloyds, 
Barclays, Westminster, and National Provincial — were dominant, and 
held approximately five times as many deposits as the other thirteen 
combined.! In short, centralization in banking in England had become 
extreme. As for the relations between the jomt-stock banks as a group 
with the Bank of England and with other financial houses in Great 
Britain, these remained on the whole the same as described in our chapter 
on Central Banks; that is, the same as before the war. 

» WUha and BecUiart, Foreign Banling Systems, p. 1165. Heniy Holt and Company. 
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There wore, however, in 1925, certain fundamental unfavorable fac- 
tors making difficult the maintenance of the gold standard at the old 
mint par of exchange. In the first place, the combined total of currency 
notes and bank of England notes outstanding at the end of 1924 was 
£396,361,000 and deposits of the Bank of England were £174,291,000, 
making a grand total of £570,652,000, against which the total gold 
reserve of the Bank amounted to only £155,590,000, or 27.3 per cent. 
At the same time the total indebtedness of the Government was not 
far below £8,000,000,000, on which the annual interest charges were in 
excess of £300,000,000. This represented a very heavy charge against 
the current revenues of the Government, and the burden was made 
the greater by the fact that more than half the debt was external. An 
external debt with interest charges is a more serious affair than an in- 
ternal debt, for two reasons: first, interest payments made by a gov- 
ernment to its own people represent income which may be made taxable 
and thus provide revenue for meeting such payments: interest pajnnents 
on e.xternal debt do not become part of the annual revenue of the peo- 
ple. Second, external payments of interest and principal represent a 
demand for foreign exchange which, added to other demands for ex- 
change, may increase the total demand to such an amount relative to 
supply that it becomes difficult to maintain the rate of exchange at 
par without exports of gold, and without a weakening of the gold re- 
serve as a consequence. 

Another unfavorable factor was the deflation in prices that was an 
inevitable concomitant of the restoration of the gold standard. English 
prices on a paper basis had risen more than prices in the United States 
and other gold standard countries, and a restoration of prices to a gold 
basis in England involved deflation to an e.xtent which placed English 
prices more nearly on a par ivith prices in the United States. The 
rise in the exchange value of the pound necessitated also a readjustment 
of English prices downward relative to prices in paper money countnes 
in accordance with the purchasing power parity theory. On top of 
this deflation of English prices to a gold standard basis, there developed 
a further world-wide deflation of gold prices. With both the British 
Government and a large proportion of the people heavily involved in 
debt, contracted at a high price level, payment of the debt with interest 
became increasingly difficult as prices fell. The difficulty was increased 
by the tendency of falling prices to result in a decline in business ac- 
tivity and depression. How all these unfavorable factors and others 
not here named eventually led to the crisis of 1931 and the collapse of 
the gold standard in England will be described in the ne.xt chapter. 
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Meanwhile, we must consider briefly the war and post-war monetary 
developments in France and Germany. 

5 . Infiation in Prance and Deprecevtion of the Franc 

In various respects the financial developments in France during and 
after the war were similar to the developments in Great Britain. At 
the outbreak of the war the dollar exchange value of the franc rose 
sharply as a result of the efforts of the French bankers and financiers to 
mobihze their financial resources in Paris, just as the value of the pound 
had risen from similar efforts of the British. Then, as French purchases 
of war materials in the American markets led to an abnormally heavy 
demand for dollar exchange, the value of the franc dropped below par 
and dollar exchange in Paris rose above the gold export point — gold 
payment having been suspended by the Bank of France promptly on 
August 5, 1914, to prevent a depletion of its gold reserves. By April, 
1916, the franc had fallen from the mint par of 19.3 cents to 16.5 cents. 
From then to March, 1919, the franc was stabilized or pegged at about 
17 cents by the same methods used in stabihzing the pound, the opera- 
tion involving loans of about $3,000,000,000 by the United States Gov- 
ernment to the French Government. 

When the pegs uere removed from the franc early in 1919, it fell 
sharply to around 6 cents in 1920, recovered to about 9 cents in 1922, 
and then declined to a new low of aroimd 2 cents m 1926. This long- 
continued declme of the franc was caused by a combination of factors, 
but the most direct and the primary cause of the decline was the con- 
tinued expansion of the French bank-note currency, which in itself was 
the result of the inability of the French Government to balance its 
budget, and which led to a great nse in mternal prices. 

At the beginning of the war, the French Government resorted at 
once to loans rather than to taxation as the primary means of financing 
the war. In part these loans took the form of advances to the Govern- 
ment by the Bank of France, mvolving a heavy increase m the Bank’s 
issue of its own notes. The fact that the legal maximum limits of the 
note issue had been fixed at 6,800,000,000 francs before the war repre- 
sented no great obstacle to unlimited infiation. The Government merely 
raised the legal limit, first to 12,000,000,000, and later to whatever 
higher figure it deemed expedient. By July, 1920, the limit had been 
raised to 43,000,000,000. ^ Even this figure was greatly exceeded in 
later years. The peak of inflation was reached m 1926, when the index 
of French prices mounted to 836, pre-war level being represented by 100. 
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G. Stabilization of the Feeing 

In 1926 the French Government, under the leadership of Poincar^, 
took vigorous action to balance the budget and to stabilize the foreign 
exchange value of the franc. As a result the franc rose before the end 
of the year to approximately 4 cents, and remained at this figure until 
the restoration of the gold standard by the Act of Parliament of June 
25, 1928. As a means of stabilizing the franc, the Bank of France was 
authorized by law to buy gold and silver hoarded by the public at a 
price above their nominal value, and to purchase bills of exchange di- 
rectly in the open market. Payment for the gold and silver and the 
bills of exchange was made in the form of the Bank’s own notes and this 
added to the inflation of the currency, but the heavy purchases of ex- 
change by the Bank sustained the value of the franc in the foreign 
exchange market, despite the inflation of the note issue which, taken 
by itself, would have tended to depress the franc. By its heavy pur- 
chases of bills of exchange the Bank of France not only sustained the 
value of the franc, but it gained control over the foreign exchange market 
and the value of the franc because it could enter the market both as 
buyer and seller. It could depress or raise the value of the franc at ■will. 

Confidence engendered by the better financial conditions led to a pro- 
nounced movement toward the “repatriation” of French capital that 
had been invested abroad in large amounts* during the period of de- 
preciation of the French currency and the “flight from the franc.” 
Naturally, when Frenchmen sold investments in other countries to for- 
eigners, either they had for sale bills of exchange payable in other coun- 
tries, or buyers of their investments were in the market for bills payable 
in Paris. As a result there was either an increased supply of foreign 
exchange in Paris, mainly of dollars and pounds, or an mcreased de- 
mand for francs, mainly in London and New York. In either case the 
exchange value of the franc tended to be forced up thereby. This 
upward tendency of the franc not only accelerated the movement for 
the repatriation of private French capital held abroad, but induced 
speculators for the rise to enter the market as purchasers of francs. 

To prevent an unwelcome rise in the franc which might hamper the 
export of French goods and precipitate internal deflation of prices, the 
Bank of France was forced to buy enormous quantities of bills payable 
in foreign countries — its purchases of such bills running into billions 
of francs monthly during the early part of 1927. These hea'vy pur- 
chases had two important consequences. First, they increased by bil- 
lions of francs the circulating notes of the Bank of France, notes having 
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been used in payment for such bills in Paris. Secondly, they resulted 
in enormous balances in forciKn financial centers, mainly in New York 
and London, being built up by the Bank of France. Thc.se enormous 
short-term investments of the Bank of France in London and New 
York gave the Bank, in effect, a call upon the gold reserves in those 
centers equal in amount to its investments, and represented a constant 
threat against banking stability in both England and the United States, 
but particularly in England, whose gold reserves were limited in amount. 
Tiie Bank of France permitted most of its huge balances to remain in 
London and New York until the European monetary crisis of 1931 
and the scramble for gold reserves of 1931 and 1932 developed, with 
results to be noted in the nc-vi. chapter. 

7. Restoiu-tion op tub Gold Sx-WDAnn is Fjiancb ^ 

By such measures as just detailed, the Bank of France in close co- 
operation w’ith the Govermnent had stabilized the franc at a little under 
4 cents for a period of eighteen months, when, by the monetary law 
of June 25, 1928, the gold standard was restored to the country. The 
essential provisions of tliis law wore as follows: 

The franc was made the unit of value and was defined as a fi.ved 
amount of gold, with a value approximating the value of the paper 
franc during the preceding eighteen months, par in tenns of the Ameri- 
can dollar being §0.0392. ‘ The notes of the Bank of France, which had 
been inconvertible since August, 1914, were made convertible into gold 
upon demand. Conversion could not be made, however, into gold 
coins in small amounts, but only into gold bullion in amounts — fi-xed 
later — of not less than 215,000 francs. The new gold standard of 
France became, then, what is known as the bullion standard. The 
object of the restriction on the free convertibility of notes in small 
amounts into gold coin was to conserve the gold reserve of the Bank, 
which might otherwise have been dissipated by dribbfing in the form 
of gold coin into general circulation and private hoards. 

A legal minimum ratio was established of 35 per cent between the 
gold reserve of the Bank and the aggregate of its note circulation and 
demand deposits. This 35 per cent was not to include foreign exchange 
holdings of the bank, so that the gold standard of France was an actual 
gold standard, and not merely a gold exchange standard, with the gold 
reserve representing merely deposits in some other country, where they 
might or might not be available in case of need. The new 35 per cent 

> See Annual Reports of the Bank of France, reprinted in the March number of the Federal 
Reserce Bulletin, 1928, 1929, 1930. 
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cash resen'^e provision was substituted for the old method of limiting 
note circulation by a legal maximum upon the amount of notes to be 
issued, wliich, as has been observed, could easily be set aside by act of 
Parliament. Quite obviously, the 35 per cent legal minimum can be 
just as easily set aside as the old legal maximum — the one is no more 
of a check on inflation than the other, in that respect; and in the event 
of the accumulation of large gold reserves, the 35 per cent minimum 
cash reserve requirement automatically permits inflation, whereas the 
old legal maximum did not automatically provide for inflation on the 
basis of an influx of gold. Before the war, as has been noted in an 
earlier chapter, the Bank of France normally maintained a cash reserve 
ratio in excess of 35 per cent, so that the new law placed no restraint 
on the Bank which in former times it did not exercise voluntarily. 

Before the war the Bank could count silver coins as part of its re- 
serve, and could pay these out at its pleasure in lieu of redeeming its 
notes in gold. Under the law of 1928 the Bank could no longer con- 
sider its silver as cash reserve, but had to transfer it to the Government 
at its bullion value. It thus lost its old method of controlling foreign 
exchange rates and the imports and exports of gold — that is, the 
method of charging a premium on gold over silver. As an offset to this 
curtailment of its power, the Bank was given by the law of 1928 the power 
to purchase securities and short-term commercial bills for account of 
foreign banks of issue, to guarantee them, and to discount them before 
their maturity. This provision enables the Bank of France to per- 
form services for other central banks similar to services which long 
had been rendered to it by them. Through such operations the Bank 
has the power to intervene directly in the short-term capital market by 
purchases and sales of securities, and in this way to strengthen its con- 
trol over the credit and currency situation. 

8. The Devaluatiost of the Franc 

Obviously, the all-important change effected in the French monetary 
system by the law of 1928 was the devaluation of the franc from a pre- 
war value of 19.3 cents to 3.92 cents, a devaluation of approximately 
80 per cent. T his great devaluation naturally had important conse- 
quences. It reduced the sum due from debtors to creditors, in terms 
of gold, 80 per cent below the amounts which would have been required 
to meet such payments if the franc had been restored to a gold basis 
at its pre-war value of 19.3 cents. It prevented the necessity of a tre- 
mendous deflation of prices and credit, and thereby avoided a severe 
depression in industry probably long-drawn-out and involving a great 
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increase in unemployment. In these respects results in France were in 
striking confr.ist with the roauKs of the restoration of the gold standanl, 
without devaluation of the pound, in Great Britain. The devaluaiioa 
of the franc reduced the financial burden on the French Government, 
which would otherwise have been unbearable, to one tlrnt seemed within 
its capacity to bear, even though a heavy cx'tcrnol debt, due mainly to 
the United States, remained payable in gold on a pre-war basis. Thanhs 
to the devaluation of the franc, the price level in France was not seri- 
ously disturbed by the rc.storation of the gold standard. The Federal 
Reserve index of wholesale prices in France btotxi at 021 in June, 1928, 
and at oSS in December of that year. In June, 1929, it still stood at 
598, and there was no substantial recession from this level until well 
along in 1931, when the industrial depn-'.-^ion was dcejx'ning all over 
the world and financial collapse in Germany and England was impend- 
ing. The most serious deflation in prices in France had occurred prior 
to the restoration of the gold standard, when the Government was 
undertaking to stabilize the franc by e.Kchange operations in 1926 and 
1927. "While the Government still continued to c.vpericncc difficulty 
in maintaining a balanced budget after 1928, the B;uik of France was 
easily able to maintain rcdcmptioit of its note issues and to sustain the 
foreign e.xchange value of the franc. The gold standard seemed firmly 
re-established. 

Aside from the devaluation of the franc and the change in the note 
issue and gold reserve protnsions for the Bank of France and the Bank's 
altered position in respect to the control over foreign e.xchange rates, 
no gre.at changes resulted in the French banking system from the war. 
The great credit institutions had found it necessary to invest a large 
proportion of their funds in French government securities and the banks 
in general were compelled to reduce their holdings of foreign securities. 
During the war the great credit institutions lost some of tlieir branches, 
but after the war the movement for the expansion of the number of 
branches was renewed with vigor, so that the number of branches rose 
to new' high levels. 

9. I>-FL.\Tiox IX Gekxlvxt Durixg tub War 

At the beginning of the World War, Germany's stock of money in 
circulation amounted to appro-ximately 6,000,000,000 marks, of which 
nearly half, or about 2,750,000,000 marks, was gold. In addition to the 
gold in circulation, there was a stock of 1,350,000,000 marks in the 
Reichsbank, serving mainly as cover for the note circulation and de- 
posits liabilities of the Reichsbank. The total amount of bank notes 



inflation in GEBMANY 

:Lr£>ta, had a 

amount otgove.™ajdP“P» The eoW a“eLand. The 

unit of value, the go > of 

§0.238. e -e ^ar the redemption i b gg^^i efforts 

With the o^^^’^‘^^\osoended, while at the same increase the 

theReichsbaiikwa ^ ®““'^“'^!rmcreasedtoabout 2 , 500 .- 

were made to wi ^ .^vere subsequen y , upon the pohcy 

Bank’s gold reserveB -h^ 

000.000 marlm^ The G Beichsbank’s reserves 

of financmg the ^ e law regulatmg tn 

in order to foster inflate ^ 

was changed as folio • j^g^eg of the > of 

Cash reserves co;erm^ ,o the amount of 

required to ^ere now 'P'^^^^^^fj^^.y^nsTiossmschdrie. The 

the notes °^^^'^°-r^h,i.assenscheine, and form of treasury 

two kinds called paper money m ^ ^ fo,^ of 

former repented & and ^^l^^^^^j^Jehnskassm, to mdi- 

notes, similar to ^ , loan bureaus, or institutions, 

emergency currency ^Bs^ed y ^'^'Ifplace of the bills of 

,idnala, small ^“'^'a::S«s»rsean„ « 
against the “enquired to eovei 

exchange which had be Reicl^bank b on note 

note issue not „;y tails. The tsj P 

discounted three mon ^^.^orn allowed by la^ expenses of 

issues in excess of th^ fl„tioa thus made easy py followed, and 

^Ylth the way to inflation t ^ ^"fthe end of 1918 ^ 

the Government been anticipated. y ^j^oulation of the 

on a scale greater tha and the government 

that is, shortly after t fgS.OOO.OOO ^ to an aggregate 

Beichsbank had ris^ bureau notes bad in 32 653,000,000 

treasury notes and the loan bmea circulat^J"^ 

of 10,465,000,000, a the total amount of deposits 

marks, or more than & ^be same time th^ Germany showed a 

m Germany before th ^^.g^t banks 

of the Beichsbank an o fallows: Brom the be- 

similar growth- substantially as 

The method of mflatio 


money and banking in EDKOFE 

k under the domination of the Gov- 
ginning of the ’^ar the the Government by discounting 

^ent, made short-term JJorm either of deposits credited 

treasury bills. These advances to Bank’s circulating 

to the Government s account ^-Vhen the Government 

notes dehvered directly to the G ^ circulation was cone- 

received and spent f fjcvernment received its advances m 

spondingly ^creased. When th ^ ^ short tune 

the form of depos^, it M d grated long-term bond 

to its creditors. Twice a reduced its short-term loans at the 

issues, from the proceeds of ^ were floated in ainounts 

Reichsbank. Since these bc^ght them, they tended 

far in excess of the savings ^ , , , various banking institutions, 

to be paid for ia large Tbua, the loa. 

the loans being secured y nonkinp- svstem were inflated, 

and deposit accounts of the ,rid bank credit, com- 

The great increase m the quant y .^e^ carcity of many classes 
bined 4h the war demand for goods and ^car 
of goods, naturaUy caused a sobstantml P 

incLse in prices was “fluey. This was due 

I'artoXllelientU^ 

rbhd‘5 lit " s " * 

gold ba^, at only 124. 

10. The Exchange Value of the jVUkk; 

!SSii‘tSST,om ZT^-Z aad it seemed tot 

oA- rose to above 20 cents early m 1918. A tew mo 

or approximately 50 per cent of par. ^ to prcvea'' 

Aithoueh the Germans undertook, m January, > jg^lin^ 
- ^depreciation of the mark by placing aU foreign exchange dea 
theLpervision of the Reichsbank, they did not succeed m sta 
Ir peSl^e mark as the pound and franc were pegged- 
reLon wSthat Germany could not obtain enough foreign 



THE EXCHANGE VALUE OF THE ALUIK 


655 


offset her unfavorable balance of international payments. Even after 
obtaining what loans she could from Swit/jcrland and Scandinavian 
countries, practically the only loan markets open to her after the United 
States enleied the wiir, and after selling all available German-owned 
securities in the foreign markets and exporting what gold she could spare, 
the balance of payments was still against Germany, the supply of marks 
was greater than the demand, and the exchange value of the mark 
hiigged. Nevertheless, when the war ended, the financial position of 
Germany, when observ^ed simply from the point of view of the degree 
of price, credit and currency inflation, and the degree of depreciation 
of the mark in the foicign exchange markets, did not seem hopeless. 
Ilcstoiation of the gold standard with the pre-war value of the mark 
of 23.82 cents \\ould have acemed possible, although necessitating a 
shaip contraction of bank credit and currency and a decline of perhaps 
50 per cent in prices to bring the price level on a gold basis in line with 
the world level of prices. However, the national debt was already con- 
siderably in excess of 100,000,000,000 marks, and, on a gold basis, with- 
out being scjilcd down, this \sould have proved to be a heavy burden, 
relatively much heavier, considering Germany’s capacity, than our own 
national debt of appro.ximately the same amount at the time. The 
additional burdens and financial difficulties growing out of military 
defeat made restoration of the gold standard in Germany on the pre- 
war basis impossible, 

.fUter the armistice the German Government continued to borrow 
funds from the Reichsbank and to balance its budget with the printing 
press, and the process of inflation gathered momentum. The greater 
the deficits of the Government became, the more it borrowed from the 
Ileiclisbank and the more cunency was placed in circulation. The 
more the currency expanded, the higher prices rose, and with prices 
government expenses, and the greater became the subsequent borrow- 
ings. Thus, the vicious circle of expanding currency, rising prices, and 
growing government deficits was set in motion. As domestic prices 
rose in terms of the paper mark, the foreign e.xchange value of the mark 
fell. Li accordance with the purchasing power parity theory, the value 
of the mark in terms of dollars would have tended to be equal to the 
par value of the mark, S0.2382, multiplied, by the United States price 
index and divided by the German price inde.x, thus: 


United States Price Index 
X Price Index 


= 1 Mark 


At this rate of exchange a dollar in the United States theoretically 
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of the imported goods tended to raise the price level in Germany, not 
only directly by increasing the cost of goods imported, but indirectly 
by its effect on the costs of other goods into which the imported goods 
entered as a cost factor, and the growing scarcity of those classes of 
goods being exported in unduly large amounts tended to raise the prices 
of them. In short, in this case, as in other similar cases, internal prices 
in terms of paper money and the foreign exchange value of the currency 
tended to adjust themselves to one another. A wide divergence be- 
tween the exchange value and purchasing power parity tends always to 
be in process of correction, so that the calamities (or the blessings) which 
are expected to flow from this divergence tend always to be smaller 
than anticipated. 

11, Thu Post-War DiFFicunTiEs of Gkrmany 

The post-war difficulties of Germany leading to continued inflation 
of the currency were of two kinds: first, difficulties of meeting inter- 
national payments, and second, difficulties of balancing the budget. 
During the war Germany, cut off more or less completely from the rest 
of the world, and requiring enormous quantities of goods for war con- 
sumption, had been denuded of law' materials needed to feed her manu- 
facturing industries. Then, w’ith the collapse of the mark immediately 
after the war, the so-called clearance sale — abnormal exports of German 
raw materials and manufactured goods at sacrifice prices resulting from 
the decline of the foreign exchange value of the mark below its purchas- 
ing power parity rate — stripped the country still more bare of raw 
materials and supplies of goods available for e.xport. The net result 
of these developments was an increase in the quantity of impoiis re- 
quired to maintain the manufacturing plants of Germany as going 
concerns. 

This alone would have tended to make it difficult for Germany to 
make international payments received balance such payments made, 
and thus sustain the foreign exchange value of the mark. But there 
were three additional important factors intensifying this difficulty. 
First, Germany by the treaty of peace had been deprived of substantial 
portions of her natural i csources at home and of her territorial possessions 
overseas, and this incieased her need for imports and reduced her avail- 
able exports. Second, she had been deprived of her merchant marine 
and hence of a great source of revenue for meeting e.xternal payments. 
Third, she was put under obligations to make enormous payments on 
reparations account, and these, whether made m cash or in kind, had 
the effect of increasing the balance of international payments against 
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her. On top of all these already insuperable difficulties in the way of 
meeting her international payments, there were piled the high and 
rising import duties of the countries to whom payment was due, who 
adopted the studiously stupid contradictory policies of demanding huge 
payments from the vanquished enemy and of refusing to take such 
payments when tendered m the only form in which they could be made, 
except on condition of exacting additional payments for the favor of 
permitting themselves to be paid. 

When as the result of these conditions the demand for foreign exchange 
in Germany exceeded the supply, the value of the mark naturally fell. 
This decline in the mark brought inevitably either one or the other of 
two disastrous consequences. If the decline in the external value of 
the mark was not accompanied by a proportionate decline in its internal 
value and a proportionate rise in prices, the number of dollars, pounds, 
or francs received for a given quantity of German goods exported de- 
clined, and thus tended to increase the unfavorable balance of pay- 
ments. If, on the other hand, prices in Germany rose in proportion to 
the decline in the value of the mark or in proportion to the rise in the 
cost of dollars, poimds, and francs, an apparent need was developed for 
an increase in the currency, since a given volume of trade cannot be 
carried on at rising prices without an increase m the quantity of money 
unless some factor other than M in the equation of exchange proves 
to be sufficiently elastic to make the equation of exchange balance. 
And, in fact, the apologists for inflation of the currency in Germany 
did not fail to use the argument that more currency was required to 
meet the shortage in purchasing power resulting from a decline in the 
exchange value of the mark and the rise in prices. 

While the difficulties of meetmg international payments did un- 
doubtedly depress the ex-temal value of the mark, and while this decline 
of the mark did doubtless react upon domestic prices by increasing the 
cost of imported goods, and thus appear to involve the necessity of 
further issues of paper money, the more duect cause of inflation m 
Germany was the fact that the Government was unable or unwillmg to 
balance its budget and continued to borrow at the Reichsbank, with a 
consequent expansion of the bank-note issue. Aside from the budget- 
balancing difficulties common to all the participants in the war — an 
inflated expense account, heavy interest payments on funded and float- 
ing debt, and a scarcity of good sources of revenue — the German 
Government was saddled as aheady indicated with enormous payments 
on reparations account, amounting to billions of marks annually. The 
difficulties of the Government in balancing its budget were intensified 
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by the French occupation of the Ruhr and the consequent policy of 
the German Government of financing the “passive resistance’' in the 
occupied territory. Govermnent expenditures skyrocketed, bank-note 
issues multiplied, and prices soared until the purchasing power of the 
mark was practically zero. By the close of 1923 the Reichsbank’s note 
circulation had reached the astronomical figure of approximately five 
hundred quintillious (500,000,000,000,000,000,000) of marks. 

12. PnEI.LMrNAIlY SrABILlZATION OP TUB MaRK 

The absolute collapse in the value of the paper mark to a point where 
the money was worth more as raw material for paper mills than as 
currency necessitated a movement for the restoration of a usable cur- 
rency. Preliminary stabilization of the currency was accomplished by 
means of a new institution, the Rentenbanlc, and a new unit of value, 
the rentonmaik. By decree of October 15, 1923, the Rentenbank was 
established with authority to issue bank-note currency to the amount 
of 3,200,000,000 rentenmarks. The bank, having no adequate amount 
of reserve available, was permitted to secure the notes issued by a mort- 
gage of the amount issued upon the whole of German production, in- 
dustry, and trade. Obviously, a mortgage in terms of rentenmarks was 
worth no more than the rentenmarks themselves; if these were worthless, 
the mortgage would be worthless and would offer no sustaining value. 
It was necessary, therefore, to give the rentenmarks more substantial 
support than such mortgages, whose value was largely psychological, 
and this support was provided as follows: 

First, the rentenmark was proclaimed equivalent to 1,000,000,009,000 
paper marlcs, and this, on the basis of the exchange value of the old 
mark at the time, gave the new mark some semblance of exchange value. 
Secondly, the quantity of the new currency to be advanced to the 
Government was limited to 1,200,000,000 marks, and further borrowing 
of the Government at the Reichsbank was prohibited, so that renewed 
inflation was throttled at its source. Finally, tax payments to the Gov- 
ernment thereafter wore required to bo in gold, at the rate of one gold 
mark to 1,000,000,000,000 old paper marlcs, thus inferentially placing 
the rentenmark on a par with gold. 

The Rentenbank and the rentenmark represented temporary expedi- 
ents to supply the country with a stabilized currency until a more per- 
manent solution of the currency problem could be found. The Gold 
Discount Bank repicsented another temporary expedient. It was es- 
tablished in March, 192-1, to supplement the operations of the Renten- 
bank. The rentenmark notes issued by the Rentenbank, being secured 
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only by a mortgage on German industry and not by a gold reserve, 
could not serve well in international payments. Consequently, the 
Gold Discount Bank was established with a capital of £10,000,000, 
supplied by the Reichsbank and a consortium of leadmg banks, and 
was given the right to issue bank notes to the amount of £5,000,000, 
a cover or reserve for these notes to be established of 50 per cent in gold 
and 50 per cent in foreign exchange. The notes were to circulate only 
outside the country. No notes were actually issued, the bank being able 
to perform its operations in foreign countries without resort to note issue.’ 

13. Further Stabilization Measures 

The more permanent stabdization of the German currency and iU' 
dustry was accomplished by the reorganization of the Reichsbank in 
accordance with laws passed in August, 1924, in close agreement with 
the recommendations of the Daw'es Committee, which had been ap- 
pointed some months earlier for the purpose of finding a solution for 
the muddled problem of reparations. The Dawes Committee plan, in 
addition to providing for the reorganization of the Reichsbank and the 
stabilization of the currency, drew up a schedule of reparation payments 
to be made by Germany, starting with a payment of 1,000,600,000 gold 
marks in the first year, 1924-1925, and increasing gradually to 2,500,- 
000,000 marks in the fifth year. These sums were to be raised by 
Germany through taxation and the imposition of special charges upon 
the railroads and German industries. The plan recognized the double 
difficulty of Germany involved, first, in raismg the requisite amount of 
revenue within the country, and second, of effecting a transfer of the 
amount to foreign countries without destroymg the exchange value of 
the mark. Obviously, if the total payments due to foreign countries, 
including reparation payments, exceeded the sums due to Germany for 
goods and services exported plus the amount of loans obtained in foreign 
countries, the maintenance of a stable value for the new mark currency 
would become impossible. 

As reorganized under the law of 1924, the Reichsbank was given 
two boards of control, a general board consisting of seven German 
members and seven foreign members, and a managing board consisting 
of German members exclusively. The managing board was given con- 
trol over the actual administration of the bank, but was itself placed 
under the control of the general board. Under this law the peculiar 
situation was created of a central bank of a leading country of the world 
being placed for a time under the domination of foreign members of its 

> WMljs and BecUiart, Foreion Banhng Systems, pp. 670-671. 
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board. Before tlio war, it will be recalled, the Reichibank was con- 
trolled by tho Impel ial Oennau Government. 

Under the new law the Reichijbank was required to maintain a 40 
per cent reserve against notc-s in circulation, three fourths of which had 
to bo in goUi hold either in the bank’s own vault or on deposit with 
foreign banks of i.ssue. Tho lemaining fourth could be in tho form of 
foreign e.scli.inge, including under that head checks on foreign banks, 
deposits with banks in good standing in foreign financial centers, foreign 
bank uote.s, and bills of exchange maturing a\ ithin fourteen days. Under 
special circumstances the reserve percentage might be permitted to drop 
below 40 per cent, but under these conditions, a deficiency tax on a 
sliding scale had to be paid to the Government. Under the new law 
the notes were made redi'omable m gohl coin or bullion or in foreign 
exchange, but actual resumption of gold payment wais deferred, and 
unrestricted gold p.iyment and unrestricted operations in foieign ex- 
change did not become effective at any time betss’cen the stabili-cation 
of the currency in 192 1 and the financial collapse of 1931. Nevertheless, 
by mouus of strict control over foreign exchange operations the mark 
was stabiliml at near its pur value m foreign gold currencies. This 
stubih/.atiou was made posaiblo only, however, with the aid of huge for- 
eign loaqs amounting to approximately .‘>,900,000,000 marks during the 
years 1921-1927 inclusive, beginning with tho Dawes stabilization loan 
of 1,000,000,000 marks. 'I'licse foreign loans, most of which w'crc floated 
in the United Stati's, amounted roughly to the sum of the reparation 
payments expected from Germany, the ultimate destination of most of 
which was the United States. 

Abide fiom the imi>ortant changes made in the organization of the 
Rciclisbank, no profound changes resulted in the German banking system 
as a coubequcnce of the \sar until the collapse of 1931, to be briefly con- 
suli'red in Uic following chapter. The great credit banks (Grossbanicen) 
survived the war, and after tho war some further progress was made in 
the movement tow'ard concentration, already far advanced before the 
war. lisscntially tho German banking system consisted after the war, 
as before, of a few' great banlrs controlling through their affiliated banks 
and branches practically the entire commercial banldng resources of 
tho country. In this respect it was quite sumlar to the English and 
French banking systems, and quite unlike our own. 

11, Conclusions 

In concluding this chapter it may be of interest to compare broadly 
the results of war inflation of tho currency in England, France, and 
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Germany. In England, inflation was kept within comparatively mod- 
erate limits, and after the war an attempt was made, which was to 
prove unsuccessful, to restore and maintain the gold standard with the 
pound at its old gold value of 113.002 grains of pure gold or §4.8665 in 
terms of our own gold currency. The “sanctity of private contracts” 
and the good faith of the British Government were thus preserved — 
temporarily. The penalty was rather severe deflation and a correspond- 
ingly heavy burden placed upon debtors, including the Government, 
of repaying in gold coin during a period of low prices debts contracted 
in large measure in paper money during a period of high prices and high 
money incomes. 

In France, inflation having proceeded much farther than in England 
before stabilization of the currency could be achieved, the Government 
bowed to the inevitable and recognized the impossibility of paying its 
debts in terms of francs of the old gold standard. The franc was de- 
valued to about one fifth of its former weight in gold, and debts were 
thus in effect repudiated to the extent of approximately 80 per cent, so 
that the debt burden was made supportable both to the Government 
and to private debtors. In respect to debts created during the period 
of extreme inflation, this repudiation represented no great injustice, 
since such debts were created as paper-money debts and not as gold- 
money debts, and well-informed creditors could not reasonably have 
e.xpected repayment in terms of gold francs of the old standard. 

Devaluation of the franc not only had the advantage of relieving 
debtors of an intolerable burden, but also prevented the necessity of a 
period of drastic deflation in prices accompamed inevitably by financial 
collapse and industrial depression. The high prices of the paper period 
could not have been maintained in terms of the old gold franc without 
so tending to encourage imports and discoiuage exports as to denude 
the country of its gold reserves in the settlement of unfavorable inter- 
national trade balances. While the devaluation of the franc and the 
80 per cent repudiation of its debts may lay the French Government open 
to the charge of breach of faith and violation of the sanctity of con- 
tracts, its action at the time must be regarded as unavoidable. And 
it may be observed that any government which embarks recklessly on a 
policy of inflation must reckon on the necessity of making such breaches 
of faith; the sanctity of contracts is in effect broken when the Govern- 
ment adopts the policy of inflation, rather than when the Government 
in the end through necessity confesses its inability to pay. The spend- 
thrift should be condemned rather for his reckless borrowing and wild 
expenditures tlian for liis inability to pay at the time of reckoning — for 
what he can help rather than for what he cannot. 
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In Germany, repudiation of debts was practically complete — 100 
per cent rather than merely 80 per cent as in France. When the Gov- 
ernment announced that the new rentenmark was to be valued at 
1,000,000,000,000 old paper marks, it officially pronounced the old paper 
marks practically worthless, and debts payable in them valueless, except 
in certain cases where some sort of revaluation on a more liberal basis 
was provided for by law. Naturally, most of the enormous burden of 
debt of the Government had been incurred at inflated levels, so repudia- 
tion of this debt did not represent injustice on the huge scale the as- 
tronomical figures of the debt would indicate. Kepudiation or drastic 
devaluation had become inevitable in Germany after the extreme in- 
flation of 1922 and 1923. Repayment in gold marks of the old standard 
had not only become impossible, but would have represented gross over- 
payment of creditors if it had been possible. Nevertheless, repudiation 
did represent grave injustice to those creditors whose original advances 
had pre-dated the period of inflation. It has been estimated that before 
the war the debts in Germany secured by landed property, private 
mortgages, .mortgage bonds, etc., aggregated about 40,000,000,000 gold 
marks, or one sixth the total wealth of the country, or about $10,000,000,- 
000 dollars of our money. After stabilization and revaluation at the 
rate of one trillion paper marks for one gold mark, the total value of this 
huge sum of debts was .04 of one mark, or one American cent. In addi- 
tion to this great amount of pre-war debts, most of which presumably 
had remained unpaid at the end of the war, many new debts had been 
created during the war and in the early post-war years, when paper 
marks still had a substantial value. Repayment of such debts in old 
paper marks — repudiation, in other words — represented gross in- 
justice. In some cases and to some extent such injustice was mitigated 
by a process of revaluation, so that old debts created at old prices were 
repaid in part in gold marlcs — in some cases to the extent of 25 per cent 
of the old value.* 

By this process of repudiation the German Government was in large 
measure freed from the burden of internal debt and interest payments 
thereon, and so were German business organizations. While it has 
often been stated that by this process Germany gained immense ad- 
vantages in international trade over other nations, since German pro- 
ducers were thereby relieved of heavy costs of production in the form of 
tax and interest payments, sight should not be lost of the fact that for 
every dollar which the Government or other German debtors saved 
by this process, another dollar was lost by the creditors. A very large 

> Willis and Beckhart, Foreign Banking Systems, p. 041. 
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class of thrifty Germans were impoverished by this destruction of their 
savings, and while the Government thus cleared itself of a charge on its 
income, it also by the same process destroyed a large part, of the. source 
of its income. Repudiation did not represent a clear gain, for, the 
German people. Nevertheless, it did clear the financial atmosphere, 
and might have saved the nation from a long-drawn-out process of 
deflation and industrial depression had not its problems been com- 
plicated by the requirements of reparation payments, the lack of stabili- 
zation of the currency of its foreign trade competitoi-s, and international 
trade barriers in the form of high protective tariffs and otherwise. ,, 



Cn.vpTEu XXVll 

THE LNTERNATIOXAL CREDIT CRISIS OF 1931-1933 

1. Tub TBMi’oit-uiY Revival of 1931 

In the early montlus of 1931 hoiK'ful signs began to appear that the dc- 
pa'ision wiiieh had been deeiwning in tlic United States since the stock 
market cnish of October, 1929, was approaching its end. The tendency 
of commodity prices was still downwani, but the manufacturing in- 
dustries iu> a wliole were becoming more active and the increase in un- 
employment was slowing down, even though not completely checked. 
The Federal Reserve Hoard inde.': of production of manufactures, ad- 
justed for se.asonul vaiiation, rose from 82 in December, 1930, to 87 in 
March, 1931, and held at IhLs level for the three monllns of March, 
April, and .May. liank suspensions, which had reached the unpre- 
cedented number of 1315 in the year 1930, and the high mark of 31*1 in 
the single month of December, declined to 202 in January, 1931, and 
to 77 in February, or eight less than in February of the preceding year. 
Further evidence of the apparent passing of the worst phase of the 
financial crisis was the rise in bond prices, Standard Statistics index of 
t)0 liigh-gradc bonds rising from 97.8 in December, 1930, to 100 in 
March, 1931. The more mercurial and sometimes prophetic common 
stock prices rose more emphatically, Standard’s inde.x of 421 common 
stocks moving upward from 109.4 in December to 121.0 in March. 

It was soon to become evident, however, that the rift in the clouds 
of dcprc.ssion early in 1931 roprcacntcd merely a lull in the financial 
storm which in a little while was to break with redoubled fury, sweeping 
down before it financial structures which hitherto had withstood its 
force. The second phase of the storm originated — if one views the 
matter merely superficially — in an obscure quarter of the world's 
financial horizon, and to the casual observer in the great financial centers 
may have appeared to be of no greater relative importance than a small 
whirlwind licking up the desert's dust. But this new disturbance was 
to prove not a comparatively harmless and diverting financial whirl- 
wind upsetting a few rickety structures in a limited area, but a veritable 
hurricane, terrific in intensity and wide in its sweep, rocking the finan- 
cial institutions of the whole world to their foundations, and bringing 
many of them down in ruins. Its force was generated not in the totter- 
ing financial structure of a dismembered empire, but in the whole* 
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economic system of a mismanaged and unbalanced world. Those who 
believe that our promising industrial revival of early 1931 was nipped 
in the bud, and our financial disaster of 1932 and 1933 were brought 
upon us by the economic and political mismanagement of Europe and 
through no fault of our own, must be reminded that our owm political 
and economic policies played an important, and in some respects a 
dominant, role in shaping the misguided and disastrous policies of the 
European states. 

2. The Ckedit Crisis in Austria ^ 

Early in May, 1931, the Credit-Anstalt of Vienna, the largest banking 
institution in Austria, finding itself unable to meet its obligations, ap- 
pealed for aid to the Austrian Government and the Austrian National 
Bank. The required aid was promptly given, but the difficulties of the 
Credit-Anstalt haiing become known to the general public, a run re- 
sulted, and the bank was compelled to obtain further help from the 
Austrian National Bank by discounting finance bills with the latter. 
Evidence of strain upon the National Bank — that is, the central bank 
of Austria — appeared in its weekly statement of May 15, 1931, in the 
form of an increase in its bill portfolio and note circulation, and a de- 
cline in its holdings of foreign exchange — foreign exchange constitut- 
ing part of the Bank’s legal reserve. The consequent decline in the 
reserve ratio of the National Bank undermined confidence in the Aus- 
trian financial situation further. The difficulties of the Austrian banks 
were intensified by the fact that the Credit-Anstalt on April 20, 1931, 
had obligations due to foreigners to the amount of 442,000,000 shillings, 
while the other banks had similar obligations at the time of 380,000,000 
shillings, a total of 822,000,000 shillings, or appro.ximately $115,000,000. 
A shilling at par was 14.07 cents. 

Not only were the Austrian banks placed under pressure to pay these 
obligations to foreigners, but Austrians themselves, sensing a credit 
crisis ahead, began to transfer their own fimds from Austrian banks to 
banks in other countries by the process of purchasing foreign exchange 
from the Austrian banks. The bnmt of this demand for foreign ex- 
change fell upon the National Bank, and in the period from April 30, 
1931, to October 7, 1931, it lost 847,900,000 shillings of gold and for- 
eign exchange. Total exhaustion of its reserves at home and abroad 
was prevented only by loans from the Bank of England and the Bank 
for International Settlements, and by government regulations issued 

» The development of the credit crisis in Europe is described in the annual reports of the 
various European. Central Banks reprinted in the Federal Resene Bulletin. 
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October 9, 1931, providing for the strict control of the purchase and sale 
of foreign exchange. These regulations, similar to exchange regulations 
issued in other countries during the crisis, confined dealings in foreign 
exchange to the National Bank and its agents; placed international 
clearing and credit operations under the control of the Bank; and made 
it obligatory to declare existing stocks and future receipts of foreign 
exchange, and to surrender them to the National Bank upon demand. 
This system of control was effective in checldng the rapid decline in the 
Bank's foreign exchange holdings, but it could not by itself solve the 
international financial problems of the country. As for the other 
banks of Austria, they had to meet, not only external drains, but in- 
ternal drains of their funds as well, when their clients, alarmed by nunors, 
withdrew an abnormal proportion of their deposits and when the banks 
had to meet the calls of savings banks and associations which were com- 
pelled to draw on their liquid reserves and emergency credits with the 
commerical banks m order to meet the demands of their own clients. 
Such pressure placed upon the commercial banks compelled them in 
turn to lean more heavily on the National Bank which discounted theh* 
bills. Despite all these difficulties, however, the complete collapse of 
the Austrian banking system was averted. In avertmg complete col- 
lapse the so-called “standstill agreements” were of great assistance. 
By the standstill agreements foreign creditors of the Credit-Anstalt 
agreed to a two-year moratorium of their claims and creditors of other 
banks likeivise agreed to a prolongation of part of their credit claims.^ 

3. The Ckbdit Crisis in Germany 

From Austria the credit crisis spread to Germany and in this larger 
theater it raged with more violence and with more disastrous results. 
Foreign creditors of Germany had already grown uneasy because of the 
growing power of the Hitler Party as evidenced by the elections of 
September, 1930, and with the failure of the Austrian Credit-Anstalt 
there came heavy withdrawals of funds from the German banks which 
rapidly developed into a run on the large banks. If the run had been by 
German depositors only, the banks might have been saved by the large 
advances which the Reichsbanli was prepared to make to the banks in 
the form of its bank notes or deposit credit on its books. But the run 
took the form also of ivithdrawals of short-term credits by foreign 
creditors both directly from the banks and from German corporations 
which in turn drew upon their banks. Repayment of such credits 
could not be made in German bank notes or credit on the boolcs of the 

» Federal Reserve Bullelin, May, 1932, pp. 305-07. 
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Reichsbank, but only in the form of gold or foreign exchange, and of 
gold and foreign exchange the Reichsbank had not enough to meet all 
demands without restriction. In a short time its reserves would have 
been totally exhausted. 

For a time, when the panic in Germany was gathering momentum, 
it seemed that the situation might be saved by the proposed Hoover 
Moratorium, which promised to reduce the demands for international 
payments made upon Germany, but the extreme caution and dilatory 
tactics of France prevented the Hoover measure from accomplishing its 
most immediate purpose, and the panic in Germany swept on. On 
July 13, 1931, the Darmstadter imd Nationalbank was compelled to 
close its doors, and immediately thereafter a general bank holiday was 
declared, temporarily closing all the banks in Germany. 

By a series of remedial measures the Government and the Reichsbank 
soon succeeded in reopening the banlcs and began the task of restoring 
public confidence in the banking system. Among the remedial measures 
were a vast extension of ci edits by the Reichsbank, which increased its 
holdmgs of domestic bills 3,000,000,000 marks from the end of May to 
the end of the year; a special provision of agricultural credits; and the 
establishment of the Acceptance and Guaranty Bank by a banking 
consortium with the co-operation of the Reichsbank for the purpose of 
supporting savings banks and other endangered credit institutions, and 
of securing or maintaining for them a credit status mth the Reichsbank 
by assuming their bill liabilities. 

As in Austria during the crisis, not only were foreign creditors de- 
manding payment of their short-term credits, but panic-stricken citi- 
zens were e.\porting what capital they could through the process of 
buying foreign bills of exchange. In its efforts to meet such demands for 
transfer of funds out of Germany, the Reichsbank from the end of May 
to the middle of July sold more than 1,000,000,000 marks in gold and 
paid out in gold and foreign exchange almost 2,000,000,000 marks. Of 
the gold lost, nearly half went to New York, almost one fourth to Lon- 
don and Paris, and smaller sums to Amsterdam and Switzerland. 
Early in July the Reichsbank obtained a joint loan of 8100,000,000 from 
the Bank of England, the Federal Reserve Bank of New York, the Bank 
of France, and the Bank for International Settlements, and it was 
enabled to draw upon an American contingent credit of 850,000,000 
which had been available to the Gold Discount Bank for a number of 
years. Despite these credits the Reichsbank was unable to maintain 
its cash reserve at the 40 per cent minimum, and it was unable also 
maintain unrestricted sale of foreign e.xchange at par. 



TIIE CREDIT CRISIS IN ENGLAND 669 

Rather than to permit a depreciation of the mark in terms of foreign 
currencies and to precipitate internal inflation of the currency and 
prices, tlie Government, in an emergency decree of July 15, 1931, or- 
dered the ccntrali/jation of all exchange transactions in the Reichsbank, 
and on July 18 it required the delivery to the Reichsbank of foreign 
currencies and claims to foreign currencies. Later the control over 
foreign exchange operations wjis made even more strict. By such 
measures combined with standstill agreements restricting in some meas- 
ure the withdrawal of credits by foreign banks, the Government rvas 
enabled to maintaiir the reichsmark at approximately its gold value and 
thus avoided the unpleasant consequences of a renewed depreciation of 
the currency and the danger of a repetition of the disastrous inflation 
of the earlier post-war years. Having recently experienced the horrors 
of unlimited inflation, the Germans desired above all else to avoid a 
lepctition of the performance. A by-product of the credit crisis in 
Germany was the closer supervision of the banks by the Federal Govern- 
ment and a considerable degree of participation of the Government,* 
the Reichsbank, and the Gold Discount Bank in commercial banking 
operations — a participation which was originally expected to be only 
temporary in nature. 

‘1. Tub Credit Crisis in England 

As a tornado sweeping across the plains rises and dips, striking here 
and there with startling swiftness, so the credit crisis, having struck 
down the credit structures of Austria and Germany, moved on, and, 
passing more or less harmlessly by Holland, Belgium, Switzerland, and 
France, descended with terrific effect on England. In June, 1931, 
London began to e.\perionco heavy withdrawals of funds by banks in 
other countries, which, fearing further trouble, entered the “race for 
liquidity.” The heavy demand for foreign exchange in London, by 
means of which funds were being withdrawn from the London market, 
weakened the pound sterling and led to exports of gold, thus threatening 
the gold reserves of the Bank of England. To prevent the exhaustion 
of its reserves the Bank of England was obliged to appeal for aid to the 
Bank of France and the Federal Reserve Bank of New York, and these 
two banks on August 1, 1931, extended a joint credit to the Banlc of 
England to the amount of approximately $250,000,000. The knowledge 
of the fact that the Banlc of England was in distress only made the situa- 
tion worse and increased the runs on this bank, and a further loan of 
$400,000,000 was advanced to it by the Federal Reserve Bank of New 
York and the Bank of France. The effort was in vain; the demand for 
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exchange continued to exceed the supply, exports of gold continued, 
and on Septenaber 20, 1931, the world was stunned by the announce- 
ment of the British Government of its decision to suspend the gold 
standard. 

Following suspension of the gold standard in England, the foreign 
exchange value of the pound sterling fell substantially below par, in- 
volving a loss by the end of the year of almost $100,000,000 to the Bank 
of France, which had holdings of bills in London on the date of suspen- 
sion of £60,000,000, or about $292,000,000. The Bank of France was 
saved from bankruptcy only by the aid of the French Government, 
which in large measure assumed the loss. Similar losses were sus- 
tained on a smaller scale by other banks, including the Bank of Belgium. 
A further international result of the English suspension was the suspen- 
sion of the gold standard in Norway and Sweden and some other coun- 
tries, which elected to permit their currencies to fluctuate in gold value 
with the value of the poimd sterling rather than to attempt to maintain 
them on a gold basis. As a consequence the currencies of the various 
nations of the world became divided broadly into three classes, namely, 
the gold currencies, including the currencies of the United States, 
France, and lesser countries of the gold bloc; the pound sterling and its 
satellites anchored to gold and to one another by exchange stabilization 
funds; and the drifting currencies anchored to no definite base, but 
floating with the rising or receding tides of inflation. Sweden, while 
allied to the sterling bloc, undertook to stabilize its currency on a more 
or less independent basis, wth the purpose of maintaining domestic 
prices on a constant level, embarking thus upon an interesting, and in 
some measure, at least, a successful, e.xperiment ■with a managed cur- 
rency. 


5. The Ckisis Develops in the United St.\tes 

While the credit crisis was sweeping over Europe, industrial and 
financial conditions were rapidly becoming worse in the United States, 
but to what e.xtent the deepening of the depression in the United States 
and the final banking crisis were due to fear arising from the European 
debdcls and to what extent they were the natural results of an extremely 
unsound condition of banking and finance within this country, it would 
be impossible to determine. At any rate, industrial actmty declined 
progressively from April to September, when the English crisis came to a 
head, and continued to decline until the middle of 1932 Prices of 
securities also declined, bonds as well as stocks, and the prices of farm 
products, particularly of wheat and corn and cotton, dropped to ruin- 
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moralized condition of our banking system and of our security markets 
and the extreme condition of depression of our industries had shaken 
the confidence of the world in the capacity of our country to maintain 
the gold standard after England had been driven to suspend. The 
confidence of the foreigners in our stability was not increased by the 
spectacle of the hoarding hysteria which had been growing in the United 
States as indicated by the mounting figures of money in circulation. 
This hoarding in timn Avas both a cause and a result of the groAving 
number of bank suspensions, but fimdamentally the bank suspensions 
caused the hoarding rather than the reverse. 

6. Fighting the Depression; The Hooater Mor-worium 

While the credit panic was gathering force in Europe, Avell-informed 
men, includmg President Hoover, began to fear that the European 
crisis would react on our OAvn credit structure, already badly shattered 
by pmely domestic storms, and unable to sustain, without danger, 
any Ariolent external shocks. So the President sponsored a series of 
special measures designed to mitigate the severity of the crisis and to 
check its spread — all of wluch were destined to prove comparatively 
ineffective. The various measures used in “fighting the depression” 
will be briefly considered. 

The first effort of the President took the form of the Hoover Mora- 
torium. On June 20, 1931, he announced a proposal for a moratorium 
on intergovernmental debts and reparations payments, which was in- 
tended to ease the financial strain all aroimd, and to be of particular 
benefit to Germany which was then on the verge of its financial crash. 
This proposal electrified the political and financial world, and proved to 
be a strong, but only temporary, stimulant to the securities markets. 
If the moratorium could have been immediately and completely put 
into effect, it might have prevented the breakdown of the German 
banking system, and the subsequent crash in England and later in the 
United States. But France, placing purely national interests ahead of 
aU pmrely international considerations,’ and naturally hostile to any 
movement that might benefit Germany at her expense, insisted upon 
debating the legal technicalities of the measure Avith the American 
Government for two weeks, and when France finally did agree to the 
proposal, it was already too late to prevent the German crash and subse- 
quent unfavorable developments. 

-The failure of the Hoover Moratorium to work the magic the markets 
had e.xpected of it deepened the pessimism in financial quarters in the 
United States and shook further the confidence of the entire financial 
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world. When there followed the suspension of the gold standard in 
England, the great run on the gold supply of the United States, and the 
terrifying increase in the number of bank failures and the hoarding of 
currency, it became evident that more special measures were required 
to prevent the complete collapse of our banking system. 

7. The National Credit Corporation 

\ 

The first step taken was the creation on October 13, 1931, of the 
National Credit Corporation. This organization was by its very nature 
foredoomed to failure except in so far as it might have a good psychologi- 
cal effect in fostering the confidence of the people in their banks through 
the belief that at last sometliing was being done to prevent bank failures. 
Under the plan of the National Credit Corporation the banks were 
mutually to help one another through the medium of associations, one 
or more of which was to be set up in each federal reserve district. The 
Corporation itself was authorized to make loans to individual banks, 
obtaining the funds for such loans from the sale of its own interest 
bearing notes which it was authorized to issue up to the amount of 
81,000,000,000, each bank being asked to subscribe to these notes to the 
maximum amount of two per cent of its net demand and time deposits. 
A loan made to an individual banlc was to be secured by the bank's 
own note supported by adequate collateral, and further secured by 
being made the joint liability of all member banks of its association. 
The grand total of 81,000,000,000 in loans thus made legally available 
made it appear that substantial aid was in prospect for necessitous banks. 

Individual banks, however, hesitated to appeal for loans to their 
competitors, as was in effect required, and the associations, fearful of 
their joint liability, made loans sparingly. Moreover, the total amount 
of loans that could be made in any one district was limited by the amount 
of the total subscriptions of the banks in that district to the National 
Credit Corporation notes, or, at the maximum, two per cent of bank de- 
posits in that section — a maximum too small to be effective in the case 
of particular districts unusually hard pressed by bank runs and frozen 
assets. The ineffectiveness of this device as a means of checking a 
bank panic involving a system with deposits in excess of $50,000,000,000 
is made quite obvious by the statement that the subscribers to the 
Credit Corporation’s notes were called upon for a total of only $135,- 
000 , 000 . 

8. The Reconstruction Finance Corporation 

It must have been patent to the Administration that the National 
Credit Corporation was a device useless e.xcept as a temporary stimu- 
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lant to public confidence and that something more substantial would he 
required as an aid to the banks. At any rate, on January 22, 1932, the 
Reconstruction Finance Corporation was established, with powers 
much greater and broader than the powers of the ineffectual National 
Credit Corporation. The Reconstruction Finance Corporation was 
established, with a capital of $500,000,000, entirely subscribed by the 
Government, and with authority to increase its total resources to $2,- 
000,000,000 by the sale of its bonds to the amount of $1,500,000,000. 
It was a public, not a private organization. The management of the 
Corporation was vested in a board of directors consisting of the Secre- 
tary of the Treasury, the Governor of the Federal Reserve Board, and 
Farm Loan Commissioner, and four members to be appointed by the 
President of the United States. The Corporation was intended to 
make loans not only to banks but to building and loan associations, 
insurance companies, mortgage loan companies, credit unions, federal 
land banks, joint-stock land banks, federal intermediate credit banks, 
and livestock credit corporations. It was authorized also, with the 
approval of the Interstate Commerce Commission, to make loans to 
aid in the temporary financing of railroads when such railroads were un- 
able to obtain funds upon reasonable terms through banking channels 
or from the general public. Tiffs powerful government corporation 
played a notable part in preventing the failure of various great banks and 
other corporations, notably railroads, and in bolstering public confi- 
dence, and was retained by the Roosevelt Adnffnistration as part of the 
administrative machinery of its New Deal. Despite its great resources 
and its liberality in making loans, as shown in Table XXXI, it was un- 
able to prevent the further coUapse of security prices, the continued sus- 
pension of large numbers of banks, and the ultimate collapse of the whole 
banking system. R should be noted that its total resources, while 
great, represented but little more than four per cent of the deposit 
liabilities of the banks, which at the time still stood in excess of S45,- 
000 , 000 , 000 . , 

As indicated in the notes m the table itself, the powers of the Recon- 
struction Finance Corporation were increased by amendments, as were 
also the funds at its disposal. Concerning these amendments some- 
thing more will be said in the next chapter. 

9. The Glass-Steagael Bill op 1932 

Banking conditions in the United States improved somewhat after 
the 'Reconstruction Finance Corporation was established ' in January, 
1932, and the Government undertook to bring about further improve- 





676 THE INTERNATIONAL CREDIT CRISIS OF 1931-1932 

ment by the speedy enactment of the Glass-Steagall Bill, which be- 
came law on February 24, 1932. While this was almost purely a piece 
of emergency legislation, its provisions may be of lasting interest through 
their effect on more permanent legislation, and they deserve, therefore, 
careful consideration. The two purposes of the bill were to permit the 
reserve banks to make loans more freely to member banks in some cases 
than the Federal Reserve Act as it then stood permitted, and to 
strengthen the position of the reserve banks so that they could more 
readily and with less strain meet an external drain of gold and a further 
demand for currency by the American public. 

Many member banks, as a result of the loss of deposits through 
gradual withdrawals or through runs, were faced with the necessity 
either of disposing of bonds and other investments at ruinous prices 
in a demoralized market or of closing their doors. These banks had 
exhausted their excess cash reserves and had rediscounted with the 
reserve banks all their eligible paper and pledged for loans all their 
government bonds, and could obtain loans from no other sources. To 
provide temporary relief for such banks in an unusual banicing situation, 
the Glass-Steagall Bill permitted them under certain conditions to ob- 
tain further advances from the federal reserve banks on their promis- 
sory notes. These notes had to be secured, not by eligible commercial 
paper or government bonds in accordance with the regular provisions 
of the Federal Reserve Act, but they had to be secured to the satis- 
faction of the federal reserve bank extending the loan and approved by 
at least five members of the Federal Reserve Board. This provision 
of the act was to remain in force for only one year. It was the expecta- 
tion that this temporary loosening of the restrictions on loans to member 
banks would not only help necessitous member banks directly, but would 
also indirectly be of assistance to non-member banks whose city cor- 
respondent banks would be more willing to extend aid to them if in 
case of need they themselves might obtain such special accommoda- 
tion at the reserv-e banks. The total amount of loans authorized by 
the reserve banks under this amendment to the Federal Reserve Act 
was smaller than might have been expected, namely, $33,012,000, to 
the end of the year 1932. 

A closely related provision of the act, nithout the time limit of one 
year, pennits a reserve bank to make advances, upon such security as 
just described, to a group of its member banks for distribution to such 
banlcs within the group as need assistance. No advances were made 
under this pro\ision of the law in 1932. It would appear from these 
facts that these provisions of the Glass-Bteagall Act for loans to member 
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banks not secured in tlio regular way, were of no great practical import- 
ance for the banking system as a whole, although probably of great 
importance to the fifty banks that made use of them in 1932. 

These provisions for special loans were not made necessary at the 
time by a shortage of paper eligible for rediscount held by the member 
banks in the aggregate. There was no such general shortage. • On the 
contrary, at the end of December, 1931, the member banks held S2,- 
573,000,000 of eligible paper in addition to $4,694,000,000 of govern- 
ment securities not pledged as collateral for national banlc’ notes, or a 
total of nearly $7,300,000,000. This amount was almost ten times as 
great as the total borrowings of the member banks at the reserve banks 
at the time. Moreover, these eligible assets and government securi- 
ties were fairly well distributed among the member banks of the coun- 
try, so that the number unable to borrow at the reserve banks under the 
regular provisions of the Federal Reserve Act was comparatively small. 
Despite these facts, which should have been well known, there seems to 
have been a widespread impression that the banks in general were un- 
able to obtain accommodation at the reserve banks for lack of eligible 
assets and that this legislation was required to loosen up credit. 

At this stage of the depression as well as later, tightness of credit and 
inability of borrowers to obtain loans were not primarily the result of 
lack of capacity of the banlcs to make loans to their customers or in- 
ability of the banks to obtain advances from the reserve banlcs, but 
rather the inability of would-be borrowers to give to the banks adequate 
security, and a desire on the part of the banks to maintain a high de- 
gree of liquidity for fear of persistent withdrawal of deposits by fright- 
ened depositors, or a loss of reserves through unfavorable balances at 
the clearing-house or at the federal reserve banks as the result of a con- 
traction of credit by other banks in the system. 

We come now to the second and more important of the two purposes 
of the Glass-Steagall Bill. This was to give the federal reserve banks 
greater freedom in the use of their excess gold reserves in the event of a 
foreign run on our gold supply or an increase in the internal demand for 
currency for hoarding. This purpose was accomplished by authorizing 
the federal reserve banks until March 3, 1933, upon the affirmative vote 
of not less than a majority of the Federal Reserve Board, to include 
United States government bonds as a part of the collateral against 
federal reserve notes. In order for one to understand the real significance 
of this provision of the law, it is necessary to have in mind the require- 
ments of the reserve banlcs under the Federal Reserve Act and to grasp 
clearly the distinction between what has been termed “free gold” and 
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CHART XIV. RESERVES OP FEDERAL RESERVE BANKS 
Figures are for last Wednesday in each month 
From Annual Report of the Federal Reserve Board, 1932, p 17. 

excess reserves of the reserve banks. On this subject we can do no 
better than to present the following quotation from the Federal Reserve 
Bulletin of March, 1932, which e.xplains the meaning of the law clearly 
and concisely; 

Under the terms of the Federal Rcseri’e Act the federal reserve banks must 
r ^ reserrc in gold or lawful money against their deposit 

liabilities and a resen-e of 40 per cent in gold against their notes. On February 
'Of instance, the nserves of the federal resen'e banks were $3,140,000,000; 
tederal reserve notes in actual circulation were $2,643,000,000, and deposits 
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$1,973,000,000. The 35 per cent reserve against deposits would be $691,000,- 
000, which would absorb all of the $202,000,000 of reserves other than gold and 
in addition $489,000,000 of gold, and the 40 per cent reserve against federal 
reserve notes would be $1,057,000,000, so that the total reserve requirements 
would be $1,748,000,000, and excess reserves $1,392,000,000. This figure 
represents the total amount of gold on which the Federal Reserve Sj^tem 
could base additional credit. On the basis of these excess reserves, the federal 
reserve banks could issue $3,500,000,000 of credit, if the demand were for 
currency, and $4,000,000,000 if it were for deposits at the reserve banks. 
There is nothing in the new legislation that in any way changes these maximum 
amounts. It does, however, have an important bearing on the manner in 
which the extension of credit can be accomplished under the law. 

Separately from the provisions prescribing reserve requirements, described 
above, the Federal Reserve Act provides that the federal reserve agent must 
hold 100 per cent collateral against all the federal reserve notes issued by him 
to the federal reserve bank and that this collateral must consist of gold or gold 
certificates or of eligible paper in the form of discounts or acceptances pur- 
chased in the open market. This provision relates to the total of federal re- 
serve notes issued by the federal reserve agents, and not merely to the notes 
that are in actual circulation against which the 40 per cent reserve is required. 
The difference between the two figures on February 24 was $266,000,000, 
representing federal reserve notes held in the vaults of the issuing banks for 
the purpose of meeting their over-the-counter requirements. The figure 
against which collateral must be held, therefore, was $2,908,000,000 as com- 
pared with $2,643,000,000 of notes in actual circulation. It should be observed 
that the gold held as collateral against federal reserve notes outstanding also 
constitutes a part of the federal reserve bank’s resen^es, but can be counted as 
reserves only against federal reserve notes in actual circulation and not against 
deposits. 

In providing for the collateral with the federal reserve agent, the federal 
reserve banks are in the habit of turning over to him practically all of the 
eligible paper that they have, wliich on February 24 amounted to $921,000,000. 
Deducting this from the total amount of federal reserve notes issued by the 
agent leaves about $2,000,000,000 of notes that had to be covered by gold in 
order to make up the 100 per cent collateral. Tliis gold, to be sure, counts as 
reserves against federal reserve notes, and since it is considerably larger 
than tlie 40 per cent reserve required, the reserve against federal reserve notes 
does not enter separately into the calculation of free gold. In addition to the 
gold that must be held as collateral against notes there is the 35 per cent reserve 
required against deposits and also an amount of not less than 5 per cent of 
notes not covered by gold, that must be held in a redemption fund in the Treas- 
ury of the United States. Since on the date of this calculation $921,000,000 of 
federal reserve notes were covered by eligible paper, the redemption fund 
required on that date was about $46,000,000. 

To sum up, therefore, the calculation of free gold involves the deduction 
from the total resen-’es of 83,140,000,000, first, of $1,987,000,000 of gold re- 
quired as collateral; second, of $691,000,000 required ns reserves against de- 
posits; and third, of $46,000,000 required for the redemption fund, leaving 
$416,000,000 of gold that was entirely free on February 24, not being required 
either as reserves or as collateral. 
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Free gold, as defined in the preceding paragraph, does not limit the amount 
of advances that the federal reserve banks can make to member banks in the 
form of discounts, because the paper arising from such advances is eligible as 
collateral for federal reserve notes, and these advances, therefore, make no 
inroads on the free gold. Neither does it limit the amount of gold that can be 
exported, because a demand for gold for export, by causing member banks to 
borrow from the federal reserve bank in order to obtain it, serves to increase 
reserve bank holdings of bills discounted and thus results in the creation of the 
collateral necessary to replace the gold that has been withdrawn. 

The free gold does, however, limit the extent to which the reserve banks by 
open-market operations can enable the member banks to meet an external 
drain of gold or an internal demand for currency nnthout increasing their in- 
debtedness at the reserve banks. When the member banks have to borrow in 
order to obtain gold or currency, tliis borrowing becomes an element of tight- 
ness in the credit situation, which in existing circumstances would be undesir- 
able because it would make the banks more reluctant to extend loans to their 
customers. It is true that if acceptances were sold to the reserve banks for the 
purpose of obtaining currency or gold, there would be no inroad on the free 
gold, because acceptances as well as discounts are eligible as collateral for 
federal reserve notes. Acceptances, however, are not always available in 
sufficient amounts and for this reason cannot be depended upon by the member 
banks as an adequate basis for obtaining credit from the federal reserve banfo. 

Prior to the enactment of the recent amendments, therefore, a gold drain 
from abroad, or a further currency demand from the American public, could 
be met by the federal resenm banks through the purchase of government 
securities only within the limits of the free gold, because to meet the demand 
through the purchase of government securities, which have not been eligible 
as collateral, would not produce the collateral necessary against federal reserve 
notes, and gold would have to be used for the purpose. It is in view of this 
situation, which might have resulted in an increase of the burden of indebted- 
ness of the member banks at a time when it is desirable to increase the ability of 
member banks to serve their communities, that the new bill has authorized the 
Federal Reserve Board until March 3, 1933, to permit the use of government 
securities as collateral against federal reserve notes. This authority makes 
it possible for the resenm banks to meet any drain within the limits of their 
excess gold reserves without the member banks having to incur an additional 
burden of indebtedness. 

Until recent months, collateral requirements were not an important element 
in the situation, but recently many factors have combined to reduce the 
amount of free gold. Among these factors are a considerable volume of 
security holdings by the federal reserve banks, a relatively low volume of the 
banks’ acceptance holdings, a growth in federal reserve notes outstanding, 
caused not by a demand for currency for business purposes but for hoarding, 
and a large volume of gold exports. In these circumstances the enactment of 
legislation that enables the federal reserve system to pursue a policy based on 
the assurance that in case of need not merely its “free gold” will be available, 
but practically its entire gold reserve in excess of legal requirements, has 
resulted in strengthening the entire credit structure of the country and in 
increasing the system’s power to co-operate in the recovery of business. 
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10. Results Achieved under the Glass-Steagall Act 

The reserve banks, having been authorized to include government 
bonds as collateral for federal reserve notes issued, entered the open 
market and bought such securities on a large scale. Their total hold- 
ings of government obligations rose from $741,000,000 on February 24, 
1932, to $1,851,000,000 on August 10, and held at about this level to 



CHART XV. FEDERAL RESERA'E BANKS 
(Holdings of U S Go\crnment Securities ond Bills Discounted) 
Prom RcpoH of the Federal J^Mcrrc Board, 1932, p 11. 


the end of the year. Payment for these bonds was made in the form of 
federal reserve notes or deposit credit at the reserve banles. The con- 
sequent expansion of the reserve note and deposit liability of the reserA'e 
banks was amply covered by their excess reserves which would have per- 
mitted a considerably greater expansion of federal reserve bank credit. 

These open-market operations of the reserve banks not only reduced 
the credit strain resulting from a renewed outflow of gold and further 
hoarding of currency, but, by increasing the excess reserves of the mem- 
ber banks while reducing their indebtedness at the reserve banks, en- 
couraged a more liberal credit policy of the member banks. Whatever 
hopes may have been entertained, however, that larger excess resen'-es 
would impel the member banks to reduce interest rates to their cus- 
tomers and to expand their loans and investments, other than inA^est- 
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ments in government bonds, were blasted by the actual course of events. 
The disappointing results are shown clearly in Table XXXII and 
Chart XIT. From January to June loans and investments of all mem- 
ber banks in the aggregate declined, and again from. July to December, 
and while loans and investments of member banks in New .York City 
increased during the second half of the year, the increase was represented 



1929 1930 1931 1932 

CHABT XVI. MONEY HATES IN NEW YORK CITY 

Hates charged customers — weighted average, monthly basis; commercial paper — 
weeUy averages of daily rates on 4-6 months* paper; acceptances — weekly a\*erngcs 
• of daily rates on 00-day bankers* acceptances. 

From Annwl Jiepori of the Federal Feeerre Board, 1932, *p’. 15. 

almost wholly by an increase in government securities. Loans to cus- 
tomers, both of member banks in New York City and of other member 
banks, declined both in the first half of the year and in the second half 
of the year. In respect to interest rates, the rates charged to customers 
by New York City banks declined but little during 1932, and the rates 
charged to customers in other sections of the country declined even less. 
The rates that declined sharply were the open-market rates on com- 
mercial paper and bankers’ acceptances, and the yield on government 
securities, all of which declined to ridiculously low levels. Not shown 
in the chart is the yield on United States treasury notes and certificates 
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which in late August had fallen to the unbelievable figure of 0.06 per 
cent. 

These results, while disappointing, need not have been surprising. 
The banks had a surfeit of funds which they were willing to lend or in- 
vest at any rate above zero if they could get no more, provided only that 
the funds could be so placed that they would be safe and available upon 
short notice. On the other hand, they were unwilling to invest in se- 
curities other than government bonds in a falling market, or to lend to 
necessitous borrowers ^vithout adequate collateral, or to place their 
funds so that they would not be available in case of a sudden large de- 
mand for cash. The banks had, in fact, at last learned to apply sound 
commercial banking principles, and they were busily engaged in double- 
locking the stable doors after most of their horses had been stolen; and, 
if we may carry this figure of speech a bit farther, they were in danger 
of suffocating the hoj^es they had left by locking their stable doors too 
tightly and chinking up all the cracks in the walls. They were, in fact, 
playing too safe for safety. 


Table XXXII. All MEmER Banks — Loans and Investments * 

(In nulhoDS of doUare) 



Deo 31, 1932 


Changes during 1932 



Member ; 
banks in 
New 
York 
City 

All other ' 
member 
banks 

Member banks in 
New York City 

All other member 
banka 


Jnnunry- 

June 

July- 

December^ 

January- : 
June ; 

July- 

December 

Loans and investments ... . 

7,327 

20,142 

-745 

+ 612 

- 1,829 

- 1,143 


3,538 

11,666 

- 1,082 

- 143 

- 1,592 

- 1,240 


216 

228 

- 114 

-44 

- 103 

-85 


2.621 

11,283 

-838 

-235 

- 1,465 

- 1,127 

Open-market loans .... 

701 

154 

— 130 

136 

-24 

-28 

Investments 

3,789 

8,476 

+ 336 

+ 756 

-238 

+ 96 

United States Government 

2,603 

3,937 

+ 240 

+ 595 

+ 68 

+ 317 

Other securities . ... 

1,180 

4,540 

+ 07 

-f 161 

-307 

-221 


* Annttai Report of the federal Reserve Board, 1932, p, 6. 


11. Provision fob Expansion of National Bank Note Issue 

A further provision for expansion of bank credit by means of addi- 
tional issues of bank notes was represented by the Glass-Borah amend- 
ment to the Federal Home Loan Bank Act of July 22, 1932. This 
provision of the law extended to all bonds of the United States bearing 
interest at a rate not in excess of three and three eighths per cent, for a 
period of three years, the circulation privilege previouslj^ possessed only 
by certain issues of two per cent bonds. On June 30, 1932, there were 
outstanding §675,000,000 of two per cent bonds having the circulation 
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pri%’ilege, all of which had been callable since April, 1930. The addi- 
tional bonds to which the Act of July 22 evtended this pri\alege amounted 
at the time to about 83,000,000,000. This did not mean, however, that 
the national banks could or would proceed to issue 83,000,000,000 of 
additional bank notes. Under the law the banks could not issue notes 
in excess of the amount of their paid-in capital, and their paid-in capital 
on June 30, 1932, was only 81,570,000,000. Since the banks had al- 
ready 8670,000,000 of notes outstanding, the additional issue permitted 
by the amendment was only 8900,000,000. The note-issue privilege 
extended by this act was utilized onlj' to a limited extent during 1932 
owing to the fact that the banks had a considerable amount of excess 
reserves and did not require such note issues as a condition of expanding 
their ovm loans, hloreover, there vas little proBt to be realized in is- 
suing such notes, for reasons discussed in an earlier chapter. 

The failure of credit expansion to follow the jynendments made in 
the law permitting the issue of federal reserve notes based on govern- 
ment bonds as collateral and the expansion of the national bank note 
circulation should not blind one to the danger of unlimited inflation 
that lies in such devices if they should be made permanent features of 
our banking system. Should such possibihties of expansion lie open 
before the banks during a period of rising prices and growing demands 
for loans, they would be used to the utmost and v ith most disastrous 
results. 


12. The Aborttvb Business Revival of 1932 

For a time in the summer and early autumn of 1932, it seemed that 
the Government had conquered the depression and with the aid of its 
succession of extraordinary financial measures had saved the banking 
sj'stem of the country from collapse. There seemed to be reason for at 
least a tempered optimism. The Federal Reserve Board index of in- 
dustrial production, adjusted for seasonal variation, rose from a low of 
58 in July to 66 in September; factory emplo3Tnent and car loadings 
increased; security prices rose emphatically, and bank suspensions de- 
clined in number. 

Various other favorable factors were cited in the “Review of the 
jMonth” in the Federal Reserve Bidletin of October, 1932. The second 
run on the country’s gold supply, which had drained off 8435,000,000 
in the month of May and the first half of June, had come to an end after 
having been successfully met (with the aid of the Glass-Steagall Act), 
and between June 15 and the end of September, 8275,000,000 had been 
added to the country’s stock of monetary gold, bringing the total gold 
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stock back to $4,200,000,000, and the excess reserves of the reserve 
banks up to $1,200,000,000. From July 20 to October, there had been 
a release of currency from hoarding estimated at $250,000,000. The 
inflow of funds to the member banks from various sources (including, of 
course, the open-market operations under the Glass-Steagall Act) had 
enabled them to reduce their indebtedness to the reserve banks to the 
lowest level since September, 1931, and at the same time to increase 
their excess reserves to approximately $400,000,000. Not only this, 
but from the middle of July to the end of September there had been an 
upturn in total loans and investments of the member banks in leading 
cities amounting to $575,000,000, or three per cent, this last implying 
an increase in confidence of the banks in the investihent market and a 
greater willingness to make loans as well as a greater demand for loans 
by eligible borrowers — all this indicating a rise in business activity 
and a growth in confidence. Unfortunately, this “Review of the 
Month” had to point out that the increase in total loans and invest- 
ments of the member banks had been mainly in the form of holdings of 
United States securities throughout the coimtry, offset in part by a 
continued decline in loans by banks outside New York City. Except 
for the last qualifying statement the brief review of the month might 
have been considered extremely reassuring. But this statement indi- 
cated that the banlts by and large were stiU in the race for liquidity and 
that the bankers peering through the financial fog could not yet see the 
road to prosperity clearly ahead. 

Just when the grovung stock market boom was leading many persons 
to believe that prosperity must at last be just around the corner, where 
it had been repeatedly aimounced by optimistic forecasters only to 
vanish always into the foggy distance, a succession of shocks shattered 
what confidence there was left and at last brought down the banking 
system in ruins. 

18. The Final Collapse of the Banking System 

Suspicion having been aroused that the Administration was favoring 
certain large institutions through Reconstruction Finance Corporation 
loans, the Clerk of the House was induced to make public the names of 
all the borrowers. Quite naturally, when the names of the borrowing 
banks were made public, runs developed on some of them, because the 
fact that thoj’- had .appealed for government loans was evidence that 
they were ha%dng difficulties in meeting their obligations. Partly as a 
consequence of this unfortunate development, bank failures began 
once more to increase in numbers, amounting to 102 in October as 
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• fi7 in Spntember. About the same time the Maine election, 

Mreshadowing a national Democratic victory, inspired fear in quartern 

which had aWs associated Democratic rule with financial calam y 

and which had up to that moment apparently been recko^g on 
and umcn nau ^ j^i^rket, which had given 

St StSier. hastened on its downward »u«., 
Lrrying tth if the bond market and the hopes of many “““ 

S^ce companies-whose frosen assets had just begun to 
Sims of thawing out. To make matters worse, the national pohto 
S^gnSater stages became extremely bitter and -^d up jatt 
+>,p ‘‘psmnaieh of fear” by Republican leaders, which tended to m 
crease themumber of'those who became panic-stricken at the prospec 
nf <1 T)pmocratic victory in the Presidential contest. c j- t 

■ ° Sow"Se perW of the "bank hchdays." When the tet of 
thfse holidays was declared by the Lieutenant-Governor of Nevada on 
ktober 31, 1932, the fuU significance of the event was not realized any 

mt San’the significance of the fadme of the Austrian 

had been reaUzed in May, 1931. To the people of the 
seem 'a particularly important fact that a dozen banks m the dese j 
with deposits of 817,000,000, were in difficulty and could not meet th 
obligations without reorganization, and that the acting , 

Nevada had chosen to aid them temporarily by the novel expedien 
declaring a twelve-day bank holiday. But when the two weeks ex- 
pired and the banks were favored vith an extension of the ’ 

and then with a still further extension, while depositors waited m v 
for their money, uneasiness grew in neighboring States and m ce 
other sections of the country, and depositors began to mthdravr tun 
on a large scale for fear of being hkewise caught by a moraton ^ 
Quite as might have been expected, the runs on banks induced by e 
of a moratorium quickly produced the need for a moratorium. 

At first the banking holidays declared in the East and Middle 
were local affairs, such as those in a few cities of Illinois and Ion a. 
first state-wide action was that of Iowa, where the legislature on Jan 
ary 20, 1933, authorized the State Superintendent of Banking to opera 
any bank vdthout placing it in receivership. This was, in effec , 
moratorium. New deposits received after a bank was 
the State were to be segregated from old deposits and could be \ 

drawn at any time in full. But old deposits were placed on a res ^ 

basis and only a small percentage could be withdrawn at a time, 
next blow to confidence came from Louisiana, where Governor ng 
February 3, was obliged to declare a holiday for at least a day sa 
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the Hibernia Trust Company of New Orleans, one of the outstanding 
banks of the South. 

Fear of a spread of the banking holiday movement now hastened 
withdrawals of funds from banljs in all sections of the country. Banks 
in the interior withdrew funds on deposit with the strPng banks of New 
York City, and the latter turned for help to the Federal Reserve Bank 
of New York, confident that their own great quantities of liquid assets 
and their borrowing power at the Reserve Bank would pull them through. 
But on February 14, 1933, the country was startled by the news that the 
Governor of Michigan had declared a state- wide bank, holiday as the 
result of an acute financial emergency in the city of Detroit in particular 
and the whole state in general. The situation in Detroit had become 
particularly acute because of the excessive amount of funds some of the 
great banlcs had tied up in real estate speculation. The Mai crash was 
now inevitable and near. Withdrawal of deposits and hoarding of cur- 
rency increased rapidly, and the strain on banks in all parts of the coun- 
try became too great to be withstood. On February 25 a bank holiday 
was declared in Maryland and similar action was taken within a few 
days in other States. The State of New York held out a few days longer, 
but in the early morning of inaugmation day, March 4, 1933, Governor 
Lehman fell in line by declarmg a two-day bank holiday in New York. 
Similar action was taken by practically all other states which had not 
already acted. On President Roosevelt’s inauguration day, practically 
all the banks in the country were closed. 

14. The Federal Reserve Banks and the Crisis 

The question may well be raised, Could not the federal reserve banks 
have come to the aid of the member banks and provided them with 
such prodigious quantities of currency and credit as to have permitted 
them to withstand any conceivable demand for funds on the part of 
their depositors? The answer to this question is that the reserve banks 
might have been able to do this if the member banks had been in a 
fundamentally sound condition with liquid assets equal to a substantial 
proportion of their demand liabilities and with only such a small pro- 
portion of their assets hopelessly poor that it would have been amply 
covered by the paid-in capital and surplus of the banks. Consider first 
what the reserve banks actually did do to help the member banks meet 
the crisis. 

Between February 15 and March 4 — that is, from the day following 
the Michigan bank holiday declaration to inauguration day — deposit- 
ors demanded from the member banks currency to the amount of SI,- 
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630,000,000, including §300,000,000 in gold coin and gold certificates. 
Member banks in New York City at the beginning of February had 
held a large amount of excess reserves with the reserve banks, and car- 
ried also large deposit balances for banks in the interior. The interior 
banks, in meeting demands made upon them by their customers, drew 
on their balances ndth their New York correspondent banks to the 
amount of approximately §750,000,000. At the same time the New 
York member banks, were compelled to meet withdrawals of deposits 
by their local customers in New York. In meeting these demands for 
funds the New York banks drew on their reserve balances at the reserve 
bank to the amount "of §307,000,000 and borrowed in addition §664,- 
000,000 at the Federal Reserve Bank of New York. The Federal Re- 
serve Bank of New York, in addition, poured §385,000,000 into the 
market through open-market operations, mainly through the purchases 
of acceptances in New York. The New York Federal Reserve Bank 
alone, then, in a little over two weeks advanced to member banks 
funds in excess of §1,000,000,000 over and above the amount of the 
excess resers'es the New Y''ork member banks had held at the beginning 
of the period. The twelve reserve banks combined during this period 
advanced to member banks through discount operations §1,170,000,000, 
and in addition poured into the open market §460,000,000, a grand total 
of §1,630,000,000. This was certamly a considerable pouring-out of 
reserve bank funds. 

Since the demands of the member banks upon the reserve banks rep- 
resented primarily a demand for ready cash to meet the insistent de- 
mand for cash of their customers, a substantial proportion of the ad- 
vances made by the reserve banks, whether directly in loans to member 
banks or in the form of open-market operations, was in the form of 
federal reserve notes, except as to the amount of §300,000,000 which 
was actually paid out in gold and gold certificates. At the same time 
some §300,000,000 of cash reserves were lost to the reserve thanks as 
the result of net exports of gold. 

As a result of these operations the total cash reserves of the reserve 
banks declined from §3,457,000,000 on February 1, to §2,802,000,000 on 
March 4, a declme of §655,000,000; federal reserve notes outstanding 
increased from §2,730,000,000 to §4,165,000,000, an increase of §1,435,- 
000,000; federal reserve deposits declined from §2,540,000,000 to §2,- 
053,000,000, a decline of §487,000,000, this decline representing in 
large measure a withdra-wal of excess reserves by member banks; and 
the resen^e ratio of the twelve federal reserve banks combined fell from 
65.6 per cent to 45.1 per cent. The net result of these various changes 
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in the currency eituation was an increase in the total amount of money 
in circulation (and in lioards) from $5,652,000,000, already almost a 
record-breaking figure, to $7,485,000,000 on March 5, the highest 
figure ever reached up to that date, but surpassed by the figure for' 
March 8, wlicn the amount of $7,538,000,000 was reached. 

While the federal reserve banks had thus met internal and external 
demands, mainly in the form of cash, to the amount of approximately 
$2,000,000,000 in less than five weeks, they had by no means reached, 
the end of their resources. On March 4 they still held excess reserves 
of $416,000,000, mainly in gold, on the basis of which they could haye 
c.xtcndcd additional credit to member banks in the form of federal re- 
serve notes and deposit credit to the amount of approximately $1,000,- 
000,000. Moreover, they had the legal right to continue e.xpansion 
after the reserve ratio fell below the ordinary legal limits of 35 per cent 
for deposits and 40 per cent for reserve notes — such expansion having 
been exprcsslj' provided for by tlio original Federal Reserve Act, as 
previously discussed. 

But this additional expansion of federal reserve bank credit as an 
aid to the hard-pressed member banks was out of the question, for the 
reason that those member banks most in need of help could not meet 
the conditions laid down by the law. They had exhausted their eligible 
commercial paper, pledged their avaUable government bonds, and could 
not qualif3’' for further loans even under the more hboral provisions of 
the Glass-Steagall Act of 1932. 

When the Federal Reserve Act was passed, the thought was that the 
powers of the reserve banks were made ample to permit them to supply 
the country nith any quantity of federal reserve notes that might con- 
ceivably be required to meet a currency panic, and these' powers, great 
to beg’m with, were increased by later amendments as already de- 
scribed. But there had been left out of consideration the possibility 
that the member banks might be unable in time of crisis to offer adequate 
security for all the advances which the reserve banks might be able to 
make. Consider the consequences if the reserve banks had continued 
to meet . all the demands of their member banks until the member 
banks had satisfied the insatiable demand for cash on the part of 
their depositors. It is conceivable that practically the total amount of 
$25,000,000,000 of member bank deposits of February, 1933, would 
have been converted into federal reserve notes, thereby reducing the 
reserve ratio of the reserve banks to something like 10 per cent. The 
member banks would then have been out of debt to their depositors, 
whose claims would have been transformed from deposits in the member 
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banks into federal reserve notes, or claims payable in gold or lawful 
money by the reserve banks. To meet such payments the resen’e 
banks would have held mainly the promissory notes of the member 
banks secured by collateral largely in the form of frozen assets — in- 
cluding defaulted foreign bonds, real estate mortgages, and skyscraper 
bank buildings, gilded and tiled. Prompt redemption of the federal 
reserve notes would, of coiurse, have been just as impossible as prompt 
payment of the bank deposits had actually proved to be, and the ul- 
timate redemption of the notes would never have become possible ex- 
cept by “reflation” or a general rise in prices increasing greatly the 
market value of collateral pledged by the member banks. The results 
would have been different, of course, if the currency panic had occurred 
at a time when the assets of the banks were sounder and more hquid. 
In that case the reserve banks could more safely have exchanged their 
promises to pay m the form of reserve notes for the assets of the member 
banks, and the chances of ultimate redemption of the reserve notes in 
standard gold dollars at par would have been better. 

The more canny depositors who were vithdraving bank deposits in 
panic suspected something of this sort, and demanded, not merely re- 
serve notes which might become as worthless as the deposits in a closed 
bank, but gold, and hauled it home in their pockets, in suitcases, or in 
trucks, in accordance with their respective means and degree of fright. 
One is moved to remark that the results might have been much better, 
both for these hoarders and for the country, if they had been more 
canny and less panic-stricken, and had invested their bank deposits at 
the time in common stocks of the premier American corporations, such 
as United States Steel Corporation, American Can, or General Electric. 
They would thus have been protecting themselves quite as effectively 
against closing of the banks, depreciation of the currency, and ultimate 
inflation, as by withdrawing and hoarding gold, and instead of con- 
tributing to the destruction of the banking system they would have 
been supporting the security markets. 



Chapter XXVHI ' 

RECONSTRUCTION AND REFORM 

1. The National Banicing Holiday 

In respect to banking, the Roosevelt Administration on inauguration 
clay faced a double problem. First, it had, in some way, to set the de- 
moralized banking system in running order, so that people could once 
more go about the ordinary affairs of life. Second, it had to devise 
some fundamental reforms in the banking system so that a repetition 
of the disaster which had befallen the country might, if possible, be 
avoided in the future. In a short while the Administration was com- 
pelled to consider also important changes in the monetary system. 
These problems of reconstruction and reform will be considered in this 
and the following chapter. 

Immediately after his inauguration. President Roosevelt acted with 
a promptness, resourcefulness, and vigor that inspired confidence and 
restored some degree of order out of the chaos into which the banking 
institutions had fallen. Taking advantage of an almost forgotten war 
measure, passed in October, 1917, conferring broad powers over banking 
and currency upon the President of the United States, he proclaimed a 
four-day national banking holiday, from March 6 to 9, inclusive. Dur- 
ing this period all banking institutions wore forbidden to pay out any 
gold or silver or to take any action which might facilitate the hoarding 
thereof; they were forbidden also to pay out deposits, make loans or 
discounts, deal in foreign e.xchangc, or transfer credits from the United 
States to any place abroad, or to transact any banking business what- 
soever, except as expressly provided. 

This proclamation gave the Administration a brief period in which to 
find a solution for the most pressing problem of giving the country 
some sort of working banking system. Temporarily the banking 
holiday prevented the further dissipation of the reserves both of the 
member banks and the federal reserve banks and the loss of enormous 
quantities of the country's monetary gold stocks through export to 
foreign financial centers. How rapidly the gold reserves were being 
depleted before this proclamation was issued is indicated by the fact 
that the combined effect of the increase in gold in circulation (hoarded) 
and the export of gold had reduced the total stock of gold in the reserve 
banks and the Treasury from §3,477,000,000 on February 1 to $2,853,- 
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000,000 on March 4, a decline of 8624,000,000, or 18 per cent. More- 
over, the run on the gold reserves, both domestic and foreign, was in- 
creasing in intensity and within a few weeks the gold reserves would 
probably have been completely exhausted. 

2. The Emergency Banking Act of IVIaech 9, 1933 

On March 9, the last day of the banking holiday, the President sent 
a special message to Congress asking for immediate enactment of legis- 
lation giving to the executive branch of the Government control over 
banks for the protection of deposits and authority to open as rapidly 
as possible banks foimd to be in good condition and to reorganize un- 
soimd banks and put them in sound condition. The message asked 
Congress also for legislation to provide for such additional currency as 
might be required to meet all demands. 

With extraordinar}’' speed the required legislation was provided in 
the form of the Emergency Banking Act of March 9, 1933, the most 
significant provisions of which will be briefly considered under the five 
Titles of the act. 

Title I (Dealing with Emergency Powers) 

Title I, in addition to approving and confirming the action already 
taken by the President imder the wartime measure of October, 1917, 
concerning the legality of which some doubt had arisen, by amendment 
of that measure conferred the following powers upon the President: 

1. The President in time of national emergency may regulate or 
prohibit any transactions in foreign exchange, transfers or payments 
between banking institutions, and the export, hoarding, melting, or 
earmarking of gold or silver coin or bullion. Violation of the President’s 
order is pimishable by a fine of not more than $10,000, or imprisonment 
for not more than ten years, or both. 

2. Whenever in his judgment such action is necessary to protect the 
currency system of the country, the Secretary of the Treasury' may re- 
quire that all privately owned gold coin and bullion and gold certificates 
be delivered to the Treasurer of the United States in exchange for an 
equivalent amount of any other form of money issued under the laws 
of the United States. Penalty for violation, a fine equal to twice the 
amount of gold withheld. 

3. During such emergency period as the President shall prescribe, no 
member bank of the Federal Reserve System shall transact any banking 
business except to such extent and subject to such regulations as may 
be prescribed by the Secretary of the Treasury vith the approval of the 



THE ElVIERGENCY BANKING ACT OF MARCH 9, 1933 693 

President. Penalty for violation, a fine of not more than 310,000 and 
imprisonment for not more than ten years. 

Title II: Bank Conservation Act 

Under Title II, cited in the law as the “Bank Conservation Act,” 
provision was made for the reopening and operation on a restricted 
basis of certain national banlcs which under the regular provisions of 
the Law would have been placed in receivership and liquidated. Under 
this Title the Comptroller of the Currency, whenever he might deem it 
necessary in order to conserve the assets of the bank for the benefit 
of creditors, might appoint a “conservator” for such bank, who, placed 
under bond, Avould take possession of the books, records, and assets of 
the bank, and take such action ns necessary to conserve the assets 
pending further disposition of its business ns provided by law. If, upon 
examination of the affairs of the bank, the Comptroller of the Currency 
should become satisfied that it might be done safely and in the public 
interest, he might terminate the conservatorship and permit the bank 
to resume its business subject to such terms and restrictions as he might 
prescribe. During the period of conservatorship the Comptroller might 
require the conservator to set aside and make available for creditors on 
a ratable basis such amounts as might safely be used for this puipose, 
and he might permit the conservator to receive new deposits. The new 
deposits were not to be subject to restriction on withdrawal and were 
to be segregated from other assets of the bank, and either kept on hand 
in cash, or invested in direct obligations of the United States, or de- 
posited with a federal reserve bank. 

This Title of the law also made provision for the reorganization of 
national banlcs and the resumption of business by them on an unre- 
stricted basis. In general, the purpose of this Title was to permit 
banks with impaired assets to operate on as broad a basis and with as 
little inconvenience to the public as was consistent with the protection 
of their creditors, and to avoid when possible the complete liquidation 
of the assets and the permanent closing of the bank. 

Title III {Providing for Preferred Bank Stock) 

Under Title III any national bank, with the approval of a majority 
of the shareholders, might issue preferred stock of amount and par value 
approved by the Comptroller of the Currency, such preferred stock to 
be entitled to cumulative dividends up to six per cent per annum, to 
have such voting and other rights as might be approved by the Comp- 
troller of the Currency, and not to be subject to the double liability 
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which has commonly been provided for common stocks of banks. The 
Secretary of the Treasury, with the approval of the President, might re- 
quest the Reconstruction Finance Corporation to subscribe to, or make 
loans upon, such preferred stocks of national banks, and to subscribe to 
preferred stocks of state banks when such preferred stock was not sub- 
ject to double liability. Where preferred stock of state banks and trust 
companies was not made exempt from double liability, the Reconstruc- 
tion Finance Corporation might purchase capital notes or debentures of 
such institutions. 

These preferred stock provisions were for the purpose of supplying ad- 
ditional capital funds for banks with impaired assets. It was assumed 
that private capital would more easily be found for this puipose if it 
could be given a prior claim on income and be freed from liability to 
assessment. Moreover, the law opened the way for the R.F.O. to con- 
tribute capital to weak banks without assuming a liability of loss greater 
than the amount of capital advanced. The R.F.C. was authorized to in- 
crease its outstanding obligations by an amount sufBcient to carry out 
the provisions of this section. 

Title IV (Dealing with Federal Reserve Banh Notes and Loans) 

Title IV made provision for the issue of additional federal reserve bank 
notes, which under this act might be issued by the federal reserve banks 
on the pledge of United States government securities, and notes, drafts, 
bills of exchange, or bankers’ acceptances acquired under the provisions 
of the Federal Reserve Act. This permitted practically unlimited ex- 
pansion of the currency through the issue of federal reserve bank notes, 
which were not limited in amount, as were the federal reserve notes, by a 40 
per cent gold reserve. Armed with this power of unlimited issue of notes, 
the reserve banks could meet any demands for currency that might be 
made upon them, so long as they could meet the requirements of the law 
in respect to collateral. The amount of notes issued might be equal to 
100 per cent of the face value of government securities pledged, and 90 
per cent of the estimated value of other security — that is, notes, drafts, 
etc. 

Title IV also extended for one year, to March 3, 1934, the provisions of 
the Glass-Steagall Act of 1932, relating to loans by reserve banks to 
member banks when such banks had no paper eligible for rediscounting 
under the regular provisions of-the Federal Reserve Act. Similarly, we 
find an extension here of the provision for the making of ninety-day loans 
by federal resen^e banks directly to individuals, partnerships, and cor- 
porations on their promissory notes secured by government securities 
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first made in the Emergency Relief and Reconstruciion Act of July 1, 
1932, Sucli loans were not provided for in the Federal Reserve Act 
originally, although European central banks commonly have made them. 
Very little use has been made of this provision of the law. 

Tilh V {Appropriation) 

Tlio sum of $2,000,000,000 was appropriated for the purpose of carry- 
ing out the Emergency Banking Act, 

3. Reopexing the Banks 

On March 9, the same da}' the Emergency Banking Act was passed 
and approved, and the last day of the four-day banking holiday, the 
President issued a proclamation continuing the bank holiday, and on the 
next day ho issued an executive order providing for the reopening of banks 
considered sound for conducting normal banking operations. The pro- 
cedure outlined for reopening was as follows: 

All member banks of the Federal Reserve System, desiring to reopen 
for the performance of all usual and normal banking functions, had to 
apply for a license to the Secretary of the I'reasury through the federal 
reserve banks. Licenses wore to be issued at the reserve banks upon ap- 
proval of the Secretary of the Treasury, State banks not members of 
the Federal Reserve System were to be licensed for icopening by the ap- 
propriate state officials, who were authorized by the terms of the execu- 
tive order and by a statement by the Secretary of the Treasury of the 
same date to license such banks provided they wore in sound condition. 

The effects of this e.xecutivc order and subsequent regulations were 
surprisingly satisfactory. Before the end of hlarch about 12,800 out of 
the 18,000 banks still in operation before the bank holiday had been 
licensed to reopen on an unrestricted basis, hloreover, during the month 
it became evident that the currency panic had passed. Betv een March 
4 and April 6, $1,225,000,000 of money was returned to the reserve 
banks, of which $045,000,000 consisted of gold coin and gold certificates. 
Currency thus returned to the reserve banks by member banks repre- 
sented in part a return of cash which the banks themselves had with- 
drawn from the reserve banks to increase their own vault holdings, and 
in part hoarded cash returned to member banks by their customers. By 
this return flow of currency the member banks were enabled to reduce 
their borrowing from the reserve banks by $1,000,000,000, thus placing 
themselves in an easier credit condition. As for the reserve banks, their 
total reserves advanced from $2,800,000,000 on March 4 to $3,490,000,000 
on April 5, the highest level since the autumn of 1931, and their reserve 
ratio rose from 45.1 per cent to 59.7 per cent. 
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Confidence in the country’s banks had been in large measure restored. 
Thousands of the weaker banks had been closed before the crisis of 1933. 
Several thousand more with impaired assets were not permitted at once 
to reopen. The banks that were permitted to reopen on an unrestricted 
basis — while they were not all sound in the sense of having unimpaired 
assets equal in value to their liabilities — might be presumed to be 
reasonably sound, and capable of withstanding any run likely to be made 
upon them, in view of the liberal lending policy of the reserve banks made 
possible under the Emergency Banking Act. 

4. Abandoning the Gold Standabd 

While the banks were being reopened and confidence was being re- 
stored in this satisfactory way, the country abandoned the gold standard, 
and did so, quite curiousty, at a time when the monetary gold stock of 
the United States amounted m round numbers to $4,300,000,000, and 
the gold reserves of the Treasury and the reserve banks totaled close to 
$4,000,000,000, or about one third of all the gold reserves held by central 
banks and governments of the world. Because we held such enormous 
supphes of gold some economists have since contended that our departure 
from the gold standard was unwise and unnecessary, a matter which will 
be considered in later pages. 

There is some question as to the exact date of our departure from the 
gold standard because several steps taken at different dates were in- 
volved in the process. We began to slip from the gold standard when 
President Roosevelt in his proclamation of a bank holiday on March 6, in 
effect suspended redemption of federal reserve notes in gold, thus reduc- 
ing them to the status of inconvertible paper money. The departure 
from gold became more evident when the President on April 5, 1933, is- 
sued an order forbidding the hoarding of gold. This order required all 
persons to dehver to a federal resen'e bank or an agent thereof on or be- 
fore May 1, 1933, all gold coin, gold bullion, and gold certificates owned 
by them, except gold required for legitimate and customary use in the 
arts, gold coin or certificates in an amount not exceeding $100 held by 
any one person, gold coins having a recognized special value to collectors, 
gold held in trust for foreign governments or central banks, and gold 
hcensed for other proper transactions. Upon receipt of such gold coin, 
gold bullion, or gold certificates, reserve banks or member banks were to 
pay an equivalent amount in other forms of coin or currency issued under 
the laws of the United States. The penalty for violation of this order 
was a fine of not more than $10,000, or imprisonment for not more than 
ten 3'ears, or both. 
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The next step was taken on April 20, when the President issued an 
order placing an embargo on the exportation of gold, and placing trans- 
fers of credit from banking institutions udthin the United States to any 
foreign banking institution under the regulation of the Secretary of the 
Treasury. After this executive order was issued, gold could be exported 
or earmarked for foreign account only under certain narrowly prescribed 
conditions. 

The final step in the departure from the gold standard was taken on 
June 5, 1933, when Congress in a joint resolution nullified the gold clause 
in all debt contracts by declaring obligations which had been specifically 
made payable in gold now payable in any kind of legal-tender currency. 
The most significant clauses in this epoch-making resolution are as fol- 
lows: 

Resolved by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) every provision contained in or 
made with respect to any obligation which purports to give the obligee a right 
to require payment in gold or a particular kind of coin or currency, or in an 
amount in money of the United States measured thereby, is declared to be 
against public policy; and no such provision shall be contained in or made vith 
respect to any obligation hereafter incurred. Every obligation, heretofore or 
hereafter incurred, whether or not any such prowsion is contained therein or 
made with respect thereto, shall be discharged upon payment, dollar for dollar, 
in any coin or currency which at the time of pajTnent is legal tender for public 
and private debts. Any such provision contained in any law authorizing 
obligations to be issued by or under the authority of the United States, is 
hereby repealed, but the repeal of any such prowsion shall not invalidate any 
other provision or authority contained in such law — 

All coins and currencies of the United States (including federal resen^e notes 
and circulating notes of federal reserve banks and national banking associa- 
tions) heretofore or hereafter coined or issued, shall be legal tender for all debts, 
public and private, pubhc charges, taxes, duties, and dues, except that gold 
coins, when below the standard weight and limit of tolerance prowded by law 
for the single piece, shall be legal tender only at valuation in proportion to their 
actual weight. 

While many persons were horrified at this public violation of the 
“sanctity of contract,” it may be noted that governments are more or 
less accustomed to let public policy override the sanctity of contracts, 
just as a court of equity in arriving at a just decision may depart from a 
strict interpretation of the letter of the law\ Whether or not the res- 
olution in question represented sound public policy W'ill be considered later. 

5. The Intlation Bill 

Closely related to the joint resolution nullifying the gold clause was the 
so-called Inflation Bill of May 12, 1933. The Inflation Bill, not so called. 
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of course, by Congress, was not an independent bill, but was tacked on as 
an amendment to an act dealing primarily with agricultural purchasing 
power and indebtedness. It was called the Inflation Bill because it con- 
ferred most extraordinary powers upon the President of the United States 
to be exercised for the purpose of inflating the currency and generating a 
rise in prices. These powers were as follows; 

1. The President was authorized to direct the Secretary of the Treas- 
ury to enter into agreement with the Federal Reserve Board to permit 
the federal reser\'e banks to purchase in the open market' $3,000,000,000 
in government securities in addition to those already held at the time. 
No suspension of the reserve requirements of the federal reserve banks 
which might be necessitated by such open-market operations should re- 
quire the imposition of a graduated tax upon any deficiency in resenns as 
provided in the Federal Reserve Act originally, nor require any auto- 
matic increase in the rate of interest or discoimt charged by any federal 
reserve bank. 

2. If the reserve banks failed to agree to expand credit by such open- 
market operations or if the purchase of $3,000,000,000 in government se- 
curities by the reserve banks proved to be inadequate to accomplish the 
purpose intended (obviously, raising of prices), the President was author- 
ized to direct the Secretary of the Treasury to issue United States notes 
(greenbacks) to an aggregate amount of not more than $3,000,000,000. 
Such notes were to be issued only for the purpose of meeting maturing 
federal obligations, to repay smns borrowed by the United States and 
for piurchasing United States interest-bearing securities, and they were to 
be retired at the rate of 4 per cent of the amount outstanding annually. 
While these notes were to be issued primarily for the purpose of inflating 
the currency, it ma3’' be observed that their issue in exchange for a like 
amount of interest-bearing securities would save the Government an 
aimual sum equal to the interest of the bonds retired through their issue, 
and this sum, if set aside for the purpose, would provide the means of re- 
tiring the greenbacks themselves at approximately the rate named, 4 per 
cent a year. Doubtless this would appear to many to be an attractive 
method of reducing the public debt regardless of any effect it might have 
on the price level. 

3. The President was authorized to fix by proclamation the weight of 
the gold dollar and to fix the weight of the silver dollar in grains at a def- 
inite ratio to the gold dollar at such amounts as he might find necessary 
to "stabilize domestic prices or to protect foreign commerce against the 
adverse effects of depreciated foreign currencies” and to provide for the 
unlimited coinage of such gold and silver at the ratio fixed. In no event 
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ently have no intention of using all these inflationary tools with greater 
effect than to “reflate” to the level of prices prevailing in the year 1926. 
If the Administration can achieve this purpose and avoid unlimited in- 
flation, the results will be good and its policy justified, and on this point 
more will be said in the next chapter. Meanwliile, we must consider an- 
other important feature of the administration program — the Banking 
Act of 1933. 

6. The BAJiTKiNG Act of 1933: Its Genehah Purposes 

The Banking Act of 1933, also referred to as the Glass-Steagall Act (of 
1933), represents the most comprehensive amendment yet made of the 
Federal Reserve Act of 1913. It was the outgrowth of widespread dis- 
satisfaction with the practical operations of the Federal Reserve System 
in particular and the whole banking system of the country in general. 
The members of Congress who framed the bill were not agreed upon the 
outstanding defects of the banking system, and were not unanimously in 
favor of every provision of the bill, which as a finished document was a 
compromise between sometimes strongly opposed points of view. Never- 
theless, the law in the main did undertake to correct the chief defects of 
the old banking system and most of its provisions the majority of stu- 
dents of banking would approve. The law, as enacted in June, 1933, 
was designed to accomplish the following purposes: 

1. To discourage excessive and dangerous speculation in securities, 
commodities, and real estate — particularly the first — with the aid of 
reserve bank credit. 

2. To separate the functions of investment banking from commercial 
banking. 

3. To encourage the development of branch banking and to discomage 
and regulate group or chain banking. 

4. To discourage the operation of banlrs with inadequate capital. 

5. To provide for the guaranty of bank deposits. 

6. To bring the banking system of the country as a whole under more 
complete and effective federal control. 

Consider, now, the reasons for desiring these changes in the banking 
laws and the significance of the objects to be accomplishe^d. 

7. Unoue Use of Bank Credit in Speculation 

Senator Carter Glass, Chairman of a sub-committee of the Senate 
Banking and Currency Committee, had long been a caustic critic of the 
use of reserve bank credit to foster speculative activities. As the 
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dominating personality in the enactment of the Federal Reserve Act of 
1913, it will be recalled he sought to restrict the use of reserve bank credit 
to short-term loans or advances for agricultural, industrial, and com- 
merical purposes, and in Section 13 of that act the reserve banks were 
apparently expressly forbidden to discount commercial paper drawn for 
the purpose of trading in stocks and bonds and other investment securi- 
ties other than United States bonds. In recent years he had emphatically 
expressed his disapproval of the growing practice of the reserve banks of 
discounting bills for member banks who at the time of such discounts were 
'advancing loans to their own customers for the purpose of carrying or 
trading in speculative securities, holding that such action on the part of 
the reserve banks was in plain violation of the law. 

Reserve bank officials who defended this practice averred that so long 
as the bills of exchange and notes which they discounted for member 
banks represented bona fide agricultural, industrial, or commercial shoi-t- 
terra transactions, the member banks were by wording of the law entitled 
to such discounts, and they could not legally be withheld by the reserve 
banks. In support of this point of view they cited the passage from 
Section 4 of the Federal Reserve Act wliich provided that every reserve 
bank shall “extend to each member bank such discounts, advancements, 
and accommodations as may be safely and reasonably made with due re- 
gard for the claims and demands of other member banks." 

It was not for the reserve banks to inquire into the use to wliich the 
commercial banks put the funds obtained by rediscounts at the reserve 
banks, so long as the paper had been drawn in the first place for purposes 
which made it eligible for rediscount. If the member banks by virtue of 
such discounts increased their reserves above the legal minimum and 
were thereby enabled to make loans for speculative purposes to brokers 
and others, or were themselves enabled to invest in speculative securities 
and real estate loans, that was their affair. 

Obviously, the two sections of the law. Section 4 and Section 13, were 
not in harmony, and whether the reserve banks should or should not 
make loans which might thus be used to finance speculative operations 
was a matter of opinion on the proper interpretation of the law. In some 
cases the reserve banks did resort to the so-called direct pressure method, 
of refusing loans to member banks maldng undue use of such loans in 
speculative operations either on their own account or for their customers. 
But in general this method was not applied, loans being freely granted 
when eligible paper was presented for discount. In the Banking Act of 
1933 more definite provisions were inserted to restrict the use of reserve 



702 


EECONSTRUCTION AI^ REFORM 


bank credit to what are sometimes called “legitimate” business trans- 
actions in contrast to speculation, as follows: 

Each federal reserv'e bank shall keep itself informed of the general character 
and amount of loans and investments of its member banks with a tow to 
ascertaining whether undue use is being made of bank credit for the speculative 
carrying of or trading in securities, real estate, or commodities, or for any 
other purposes inconsistent with the maintenance of sound credit conditions; 
and, in determining whether to grant or refuse advances, rediscounts, or other 
credit accommodations, the federal reserve banks shall give consideration to 
such information. The chairman of the federal resen^e banks shall report to 
the Federal Resen’e Board any such undue use of bank credit by any member 
bank, together with his recommendations. Whenever, in the judgment of the 
Federal Reserve Board, any member bank is making such undue use of bank 
credit, the Board may, in its discretion, after reasonable notice and an oppor- 
tunity for a hearing, suspend such bank from the use of the credit facilities of 
the Federal Resen'e Sj'stem and may terminate such suspension or may renew 
it from time to time. 

In order to overcome the objection that had been made by resen'’c 
bank officials that they could not lawfully refuse accommodation to a 
member bank presenting eligible paper for rediscoxmt, discounting at the 
reserve banks was made a privilege rather than a right of member banks 
by changing the troublesome shall in Section 4 to may. 

8. RmvsoNs FOR Refusing Bank Credit to Speculators 

The objection most commonly raised to the undue use of bank credit 
for speculative purposes is that it diverts such bank credit from its le- 
gitimate field, short-term agricultural, industrial, and commercial loans, 
and thereby creates such a shortage of credit in this field as to cause a rise 
in the rate of interest and to hamper legitimate business operations. 
This argument against the use of bank credit in the speculative markets is 
not always valid, for the reason that it is based on the assumption that 
there is just a fixed amount of bank credit, and that as more of it is used 
in speculation there will be less of it left for legitimate business. But 
when the reserve banks have large amounts of excess reserves, as they did 
have throughout the period of speculative excess from 1923 to 1929, there 
is not a fixed amount of bank credit, but rather a flexible amount, and the 
amount can readil3^ be increased, provided only the member banks are 
making loans frcclj’ for legitimate business transactions and obtaining 
as a result possession of plenty of eligible rediscountable paper. Ob- 
\iously, the member banks have no good reason for refusing loans to 
business men and favoring speculators if they have resources sufficient to 
meet the demands of both. And there is, in fact, little evidence that 
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business men able and willing to give to the banks good security were un- 
able to secure adequate short-term loans during the period of speculation 
from 1923 to 1929. The only real shortage of loans that developed was 
in quarters where the banks had made bad loans and investments and had 
become loaded down with frozen assets, and in quarters whore the bor- 
rowers could not give good security. Before the grand smash in 1929, 
these conditions were local rather than general, and did not prevail in the 
financial centers where most of the security loans were being made. 

It is true, of eoursc, that any particular bank at any given time has a 
fi.\’cd lending or investment power, and that the more it lends or invests 
in the securities market, the less it has left to lend elsewhere. But this is 
not true for the whole system of banks in such a system as our Federal 
Reserve when the reserve banks have excess reserves. For every ad- 
ditional loan or investment made by any one bank in the system, an ad- 
ditional deposit tends to be created cither in that bank or in some other 
bank. The more the b.'lnks lend and invest, the greater become the de- 
posits out of which other loans and investments may grow. The only 
limit is the cash reserves of the banks, and these can be replenished at 
will by rediscounting at the reserve banks so long as the reserve banks 
have ample excess reserves. It is only when the member banlcs and the 
reserve banks have both expanded to the limit of their reserve require- 
ments that additional loans and investments in one field necessarily re- 
strict the amount of loans that may be made in other fields. It follows 
that too much stress may be laid on the proposition that every dollar of 
bank credit extended to speculators is a dollar lost to business. 

In the opinion of the writer, the most serious evil of excessive use of 
bank credit for speculative purposes lies in the effect upon the specula- 
tive markets and the banks themselves, and not in the shortage of credit 
resulting therefrom to legitimate business. If during the period from 
1923 to 1929 such enormous loans and investments had not been placed 
by the banks in speculative markets, the alternative would not have 
been an enormous expansion of "legitimate” bank loans, but rather no 
great expansion at all, unless, indeed, the physical volume of industry 
and trade had expanded beyond all precedent, which would have been 
very unlikely with the widespread policy of restriction of output and 
price maintenance m effect during the period. ' 

In the absence of a great expansion in the physical volume of produc- 
tion and trade during the 1923-1929 period, there could have been no 
great expansion in the demand for bank loans for "legitimate” short- 
term business purposes except as the result of a substantial rise in prices 
of commodities. There could not, however, have been a general rise in 
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the prices of all commodities -without a corresponding world--wide rise in 
prices, because the prices of agricultural products and the products of 
other industries -with an exportable surplus could not rise above the 
world level. And any substantial rise in prices of non-agricultural prod- 
ucts while the prices of agricultural products did not rise, or actually 
fell, would have brought on an unbalanced condition leading to an in- 
dustrial depression. Such a depression would not, however, have re- 
sulted in the closing of all the banks in the country, nor even in the ruin of 
a very large proportion of them, for in this case they would not have been 
so burdened with frozen assets that they could not for the most part have 
met their depositors’ demands for cash. It is altogether likely that if the 
1933 amendment to the Federal Reserve Act, restricting the extension of 
bank credit on a grand scale for speculative operations, had been in effect 
and observed from 1923 to 1929, there would have been no complete col- 
lapse of the banking system in 1933, and no departure from the gold 
standard. Farm relief would have been less needed and might have 
taken another form than the raising of prices by the devaluation of the , 
dollar. 

9. The Separation op Commercial prom Investment Banking 

It was the opinion of the authors of the new Banking Act that a com- 
bination of commercial and investment banking was a dangerous feature 
of our banking system. This opinion was justified, not only by the re- 
cent history of some of our large banks which had combined these two 
banking functions, but also by the history of banking in general in the 
United States. The Banking Act of 1933, therefore, undertook, and 
■wisely, to effect a separation of commercial banking from investment 
banking by making it unla-wful for any one institution directly or in- 
directly to conduct both commercial and investment banking operations. 

The large commercial banks had entered the investment banking bus- 
iness both directly through their own operations and indirectly through 
the formation of “security affiliates.” The Banking Act of 1933 placed 
the foUnwing restrictions, to become effective after one year, on direct in- 
vestment banking operations of national banks: 

National banks were forbidden to deal in investment securities on their 
own account except under conditions prescribed by the Comptroller of 
the Currency, and in no event should a national bank purchase for its 
own account more than 10 per cent of the total amount of any issue of in- 
vestment securities of any one corporation when such issue exceeded 
$100,000, or 50 per cent of the capital of the bank. Moreover, the total 
amount of investment securities issued by any one obligor that a na- 
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tional bank might purchase and hold at any one time could not exceed 15 
per cent of the amount of its paid-in and unimpaired capital stock plus 
25 per cent of its unimpaired surplus. Such investment securities might 
include corporation bonds, notes, and debentures, but not corporation 
stocks. The banks were further forbidden to buy corporation stocks for 
the account of customers and to underwrite any issue of securities but 
there is some uncertainty regarding the intent of the law in these re- 
spects and it is probable that banks will be permitted to underwrite or 
deal in federal, state, and municipal securities and to buy and sell cor- 
porate stoclcs solely on the order and for the account of their customers. 

The provisions of the law in respect to security affiliates require more 
extended discussion, including a brief description of the nature of these 
affiliates and the potential abuses connected with their operation. Secu- 
rity affiliates are corporations organized by national banks and state 
banks and trust companies for the purpose of carrying on a general in- 
vestment banking business and of trading in securities and real estate in 
a broad way beyond the scope of the powers conferred upon the banks by 
their national or state charters. It is perhaps not too broad a statement 
to make that they were for the most part organized by the banks for the 
purposes of evading the laws under which the banks were organized and 
under whose restrictions they were compelled to operate. While the 
activities of the security affiliates became a subject of general discussion 
only during and after the stock market orgy of the late twenties, some of 
them had been operating many years. The First National Bank of New 
York City had organized such an affiliate as early ns 1908. Its purpose 
was to deal in real estate and securities and to engage in other activities 
which, while often transacted by bankers, were not within the scope of 
the powers conferred upon national banks. Since the method adopted 
in organizing this company was followed by many other banks and shows 
clearly the intent of the organizers to evade the provisions of the Nar- 
tional Banldng Act, it will be briefly described. 

< The First Security Company was organized ns a corporation endowed with 
general powers, having a capitalization of $10,000,000, equal to that of the 
bank. The bank then declared a cash dividend of 100 per cent, wliioh, how- 
ever, was not actually disbursed to its stockholders. Instead, with the prior 
approval of the shareholders, this sum was directly subscribed to the stock of 
the security corporation, which was thus made fully paid, and deposited under 
a trust of which six senior officers of the bank were made trustees. Share- 
holders of the bank then had endorsed on their stock certificates a statement 
that they had a beneficial interest in an equal number of shares of the security 
affiliate, winch were to be inseparable from those of the bank.* 

* dHcatinga by the Senate Committee on Banking and Currency, 1931, Part VII, pp.'1052-63. 
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Thus, the affiliate of the First National Bank u-as legally a separate 
corporation and not restricted in its investment banking and speculative 
operations by the bank’s charter. But at the same time, from an eco- 
nomic and administrative point of view it was nothing but an appendage 
of the bank, managed by the bank’s officers in the interest of the bank's 
stockholders. 

Most of the other large banks in New York City and other financial 
centers of the United States sooner or later followed the example of the 
First National, although the same method of organizing the affiliate and 
tying up its control with that of the bank was not followtd in all cases. 
Some of the banks organized not only one affiliate but several; for ex- 
ample, the Bank of the United States, which failed disastrously late in 
1930, and in this failure the affiliates played a conspicuous part. 

t^Tiile there was nothing necessarily evil about the formation of such 
banking affiliates and their activities other than the evasion of the law, 
which many considered a quite innocent and justifiable circumvention of 
rules applied by stupid legislators, the normal functions of the affiliates 
and the relation existing between them and their parent bank on the one 
hand, and the relation between the latter and its depositors on the other 
hand, were such that abuses were likely to develop sooner or later in 
many cases. It remained for the security and real estate speculation 
craze of the late twenties to bring these abuses into full bloom, and for the 
banks, their stockholders, and their depositors to reap the harvest in the 
years of depression that followed. 

The functions of the affiliates have been described as follows: ‘ 

(1) Wholesalers of security issues purchasing entire offerings or participat- 
ing in the purchase of banking groups which acquire whole issues of securities 
from governmental bodies or corporations. 

(2) Retailers of securities, maintaining corps of salesmen and often branches 
in other states than that in which the bank operates for the distribution of 
stocks and bonds to institutions and private investor. 

(3) Holding and finance companies, carrying blocks of securities for control 
or otherwise, which the bank could not or would not list among its own invest- 
ments. 

(4) Investment trusts, bujing and selling securities acquired purely for 
investment or speculative purposes. 

(5) An assets realization company, to take over from the parent bank loans 
and investments which prove doubtful or non-liquid. 

(6) A medium for supporting the market for the bank’s own stock. 

(7) A real estate holding company. 

None of these functions represents an undesirable activity per se, but 
taking these activities as a whole they are not suitable for a commercial 
■ Hearings hy the Senate Committee on Banlnng and Currency, 1931, Part Vn, p. 1059 
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bank, whose funds are provided only in small part by its stockholders, 
but are mainly derived from its depositors. If they are not suitable for a 
commercial bank, they are not suitable for an affiliated corporation, 
which in effect, if not in legal theory, is nothing more than a department 
of the commercial bank. In fact, it would be a healthier situation to 
have the bank itself directly engaged in such operations openly than to 
have it engage in them surreptitiously under the legal cover of an affiliate. 
As a result of its relation to the affiliate, the bank may become involved 
in speculative operations which nail prove ruinous to the bank and its de- 
positors as well, while the existence of the affiliate as a legally separate 
organization will permit the parent bank to conceal its actual condition 
for a time from bank inspectors and the general public. Consider some 
of the operations which might result in such an unfavorable result: 

1. The bank may make loans to the affiliate, and in making such loans 
it will in effect be making loans to itself — out of its depositors’ money. . 
As a consequence the loans may bo without adequate security, and the 
proceeds of the loans may be used in hazardous speculation — in a pool 
operation on the stock market, for example. 

2. The bank may make unwise loans to customers of the affiliate to 
permit them to bu}’’ more freely securities distributed by the affiliate in 
its capacity as an investment banker, on which it enjoys a liberal com- 
mission.* These securities may then be accepted as collateral for the 
loans, and if they turn out to be worthless, the loans secured by them 
may become frozen assets. 

3. The bank may buy securities from the affiliate when the latter be- 
comes overloaded vlth unsalable securities, provided these securities, 
however worthless they may actually be, meet the legal requirements for 
investments made by the bank. 

4. The affiliate may be used as an instrument to manipulate the price 
of the bank’s own stock to the enrichment of the directors or other officers 
of the bank with inside knowledge of its operation — other stockholders 
or the general public being made the victims of such artificial fluctuations 
in the price of the stock. 

6. By a shifting of cash and other assets back and forth between the 
bank and its affiliates, the officers of the bank may deceive the national 
or state bank examiners in respect to its true condition. 

Other evils which have actually developed in recent yeais might be 
added to this list which in itself is not merely hypothetical. The banking 
affiliate, in fact as well as in theory, has been an invitation to betrayal of 
trust. It has made the misuse of other people’s money alluring to per- 
sons in fiduciary positions, and the road to financial manipulation and 
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stock-jobbing wide open and inviting. And while every bank affiliate 
need not necessarily be bad, the abolition of this institution by the Bank- 
ing Act of 1933 is to be commended. The provision of the law in this re- 
gard was that, after one year from the date of enactment of the law, no 
member bank shall be affiliated in any manner with any corporation, 
association, or similar organization engaged in the issue, flotation, or 
public distnbution of stocks, bonds, or other securities. Violation was 
made punishable by a fine up to SIOOO a day. 

The Banking Act of 1933 did not merely attempt to drive investment 
banking operations out of the commercial banking system, but it under- 
took also to put an end to commercial banking by investment bank- 
ing concerns, which while engaged primarily in investment banking, 
had made a practice in some cases of carrying deposits in the nature 
of commercial bank deposits. It is quite probable that had the law 
driven investment banking operations out of commercial banks with- 
out at the same time forbidding investment bankers to do a commer- 
cial banking business, the latter would have expanded their commer- 
cial banking business at the expense of the regular commercial banks, 
and the evil of the combination of the two types of banking would 
have persisted. The law wisely provided that, after one year from the 
date of its enactment, no person, firm, or corporation engaged in in- 
vestment banking should engage at the same time in the business of 
receiving deposits. There remained one loophole, however — that 
of the interlocking directorate or community of interest. It would 
still be possible for an investment banking concern and a commercial 
bank to be operated as an economic unit if the same men dominated 
both concerns. It is not certain that the law could prevent such a con- 
dition from developing, but it has been suggested that the Banking Act 
of 1933 should be amended to take into consideration this possibility. It 
is perhaps after all not possible to have a one hundred per cent honest 
bankmg system so long as there are dishonest bankers, regardless of the 
provisions of the law. An interesting and presumably an unexpected 
result of this provision of the law has been that some of the largest 
investment banking houses, including J. P. Morgan and Company, 
have surrendered their investment banking operations in order to re- 
tain their commercial banking business. 

10. CoNTROi) Over Group Banking 
In addition to abolishing security affiliates, the Banking Act of 1933 
undertook to estabhsh some degree of national control over another type 
of affiliated banking institutions, that represented by what may broadly 
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be called “group banking.” Group banking has developed on a con- 
siderable scale in the United States in recent years and has become a 
matter of concern because of its actual and potential abuses. “Group 
banking” is a term which has as yet developed no definitely fixed mean- 
ing, and is often used interchangeably with the term “chain banking.” 
Between these two terms some writers draw the following distinctions: ^ 

Group banking is said to exist when two or more banks are controlled 
through ownership of their stock by a corporation organized expressly 
for that purpose. Chain banking, on the other hand, exists when an in- 
dividual or a group of individuals exercise control over two or more banks 
through stock-ownership or some other device giving them power to elect 
a majority of the board of directors of each bank in the chain. In a 
broad sense the term "group banking” may be made to cover the con- 
cept of chain banking and that type of banking operations already dis- 
cussed under the head of security affiliates. 

How important the development of group and chain banking bad be- 
come in the United States is indicated by the fact that the Report of the 
Economic Policy Commission of the American Bankers’ Association 
stated the number of group and chain banking systems in May, 1930, to 
be 269, the number of banks controlled to be 1922, and the resources con- 
trolled to amount to $15,285,000,000. Among the more important bank 
holding corporations in January, 1930, were the Transamerica Corpora- 
tion with 18 banks and resources of $1,891,201,000; Detroit Bankers’ 
Company with 21 banks and resomces of $711,006,000; Guardian De- 
troit Union Group with 36 banlts and resources of $509,949,000; The 
Northwest Bancorporation, of Minneapolis, with 92 banks and resources 
of $454,141,000, and the First Bank Stock Corporation, of Minneapolis, 
with 78 banks and resources of $433,074,000. There were other impor- 
tant groups in various other parts of the country, east, west, and south, 
but the greatest relative progress in group and chain banking had been 
made in Michigan, Wisconsin, Minnesota, and the Dakotas. 

Federal control over group banking could be exercised only indirectly, 
since the holding companies involved had state charters and could not be 
directly controlled by the Federal Government. The Banking Act of 
1933 used the following device as an indirect instrument of control: 

A holding company must obtain a permit from the Federal Reserve 
Board to vote the stock of the national banks which it controls. If it 
fails to do this, the banks cannot receive public deposits and the holding 
company cannot receive dividends from them. As for state member 
banks controlled, if the holding company does not obtain a permit to vote 

^ Cf. Cartenhour, Jlranc/i, Group aud C/iain Bankiuff, chapter 1V« 
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their stock, these banks lose their membership in the Federal Reserve 
System. Holding companies applying for such permits must agree to 
permit examination of their accounts by government bank examiners at 
dates identical wth the dates on which their controlled banks are ex- 
amined so that the relations between the banlvs and the holding com- 
pany shall be fully disclosed. 

Obviously, these provisions of the law do not give the Government 
complete control over group and chain banking. Groups or chains built 
up without the use of a holding company are not reached; neither are 
state banks not members of the Federal Reserve System. And the 
penalty for non-observance of the law in respect to state member banks 
is merely the loss of membership in the Federal Reserve System, which 
some banks have relinquished voluntarily and others have embraced 
with reluctance. However, if the banking system should be unified, as 
seems to be the purpose of other provisions of the Banking Act of 1933, 
yet to be discussed, the degree of control over group banking would 
become greater. 

11. Branch Banking and the Banking Act or 1933 

By “branch banking” is meant a system of banking under which a 
banking corporation operates a central or head office, and in addition a 
number of branch offices. In countries in which branch banking has 
become the dominant form of banking, as in England, France, Ger- 
many, and Canada, there is a small number of large banking corpora- 
tions, each with a large number of branches, the total number of branches 
being somewhat comparable to the number of our unit banks. 

Group banking, chain banking, and branch banking have this in 
common, that all three represent control over a number of bank offices 
by one person, group, or corporation. But from the point of view of 
sound banking, it is generally agreed among students of banking that the 
system of branch banking is superior to group or chain banking, be- 
cause it has practically all of the advantages of group or chain banking 
without some of the serious disadvantages of those systems. The most 
serious disadvantage of group and chain banking is the difficulty of 
effective government supervision, with all the evils that may grow out of 
that condition. 

In the United States, for example, a group or chain of banks may em- 
brace national banks, state member banks of the Federal Reserve Sys- 
tem, and non-member banks; and the state banks may be located in 
several different States. Effective supervision of such a heterogeneous 
group becomes practically impossible; effective supervision of a group 
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requires that the members of the group be examined simultaneously, 
or practically so, by a corps of examinem using identical methods. 
On the other hand, a single large bank mth numerous branches con- 
fined to one banking jurisdiction, may be regulated and examined by 
public officials as a unit, even though simultaneous examination of 
hundreds of branches is no easy task. The opportunity for conceal- 
ment and corruption is much less than in the case of groups or chains. 

As compared mth banking by thousands of unit banks, most of which 
are small in size, branch banking offers the following advantages: 

(1) A few large banks vdth niunerous branches offer the depositors, 
particularly in small cities, greater safety than a large number of small 
unit banks. In the first place, a large bank will have more competent 
management than a small bank; its chief officers will be men of broader 
experience and wider training than the average small-town banker. 
And if the local managere of the branches are not in themselves superior 
to the independent local banker, they will have the advantages of the 
banking experience and judgment of the officers of the head office, and 
they will be subject to supervision by the main office. In the second 
place, a great bank with many branches scattered over a wide area 
gains a certain degree of safety from diversification of risk in its loans 
and investments that is impossible of achievement by a small local bank. 

(2) A branch office of a large bank is in a better position to satisfy 
the credit needs of a small city than a local bank with only limited 
funds, since all the funds of the great bank can be shifted about into 
whatever quarter of its territory they are most needed. This advan- 
tage would tend to be particularly pronounced in case of a local credit 
stringency because of a crop failure or a depression in a local industry, 
or the like. 

(3) Branch banking tends to produce a greater degree of uniformity 
of interest rates over the whole country than a system of unit banks, be- 
cause the great bank wdll tend to put its funds to the most profitable use, 
and will not lend them at low rates at one branch when high rates may 
be obtained at another. This does not imply that interest rates would 
be absolutely uniform at all branches of a bank, because the bank 
might consider loans in some sections of its territory more risky than in 
other sections and add a premium for risk, and it might also charge 
more for a large number of small loans than for an equal amount in a 
single large loan on account of the difference in labor and bookkeeping 
expenses. 

(4) Another advantage of branch banking sometimes cited is the 
reduction in the percentage of cash reserves required. A large bank with 
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numerous branches has the advantage of centralized rescra-cs which may 
be sliiftcd about from branch to brancli as required, and the total will 
be less than the total required for safety by a large number of unit 
banks with the same total amount of deposits. This is perhaps a doubt- 
ful advantage in a country where there is a tendency to overexpand 
credit, anyway, and in this connection one should remember that 
minimum cash reserve requirements serve a double purpose — they not 
only tend to keep the bank in a position where it has adequate cash on 
hand to meet demands, but they keep the banking system as a whole 
from running wild in undue expansion of loans and investments. More- 
over, in the United States reserve requirements have been reduced by 
the development of the Federal Rcsen'c Sy.«tem with its pooling of 
rcsor\’CS in the rcscn'c banks. 

Over against thc.'c advantages of branch banking arc certain dis- 
advantages which may now be briefly considered. It i.s often asserted 
that the management of the locjilly owned unit bank will better under- 
stand and be more responsive to local needs than the hired managers of 
the local branch of a distant large citj' bank. The hired manager will 
not be given full rc.'jponsibility and free rein, but will be hemmed in 
with red tape. His loans mil lx; based primarily on collateral rather 
than on character, and will tend to be given most freely where Ica.'t 
needed. Jloreovcr, the main interest of the large bank will be in the 
city of its main office, and not in the localities in which its branches arc 
located. The branches will tend to become merely offices for the pur- 
pose of mopping up liquid funds to be transferred for lending and in- 
vestment at the main office. The financial centers will thus suck the 
life blood, financially speaking, from the rest of the country. 

Although there is doubtless considerable truth in some of these con- 
tentions, the danger of developments of this sort is much less than many 
fear. This does not seem to have been the result in Canada and other 
countries where branch banking has become dominant. It is probably 
true that the hired branch manager would often be less responsive to 
local needs and the demands of necessitous borrowers than the president 
or cashier of a locally owned unit bank, but in many cases this would 
be an advantage rather than a disadvantage. Fewer bad loans would 
be made. Banking should remain a business, not a charitable enter- 
prise, particularly in view of the fact that the money a bank doles out in 
charity of this t3q3e belongs mainly to its depositors. As for the charge 
that the large bank would pump the liquid funds out of the small cities 
into the financial centers by soliciting deposits mainly in the former 
and lending and investing mainly in the latter, it does not seem likely 
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that this would be the normal result. If the management of the large 
bank is more interested in its bank than in the city of its main office — 
and it is a reasonable assumption that this would usually be true — then 
it will use its funds to the best advantage of the bank. In this case 
loans would tend to be made quite freely in the smaller cities where the 
branches were located, because interest rates are commonly higher there 
than in the financial centers — in the United States 6 per cent or more, 
as against 3, 4, or 5 per cent in the financial centers. At times of 
speculative frenzy on the stock exchange, call money and time money 
may command liigher rates in the financial centers, but this is the ex- 
ception rather than flic rule. In fact, there is much reason to believe 
that the establishment of numerous branches of strong banks in small 
places would tend to di%'ert funds from the financial centers to the rest 
of the country, rather than the reverse because of this difference in 
the interest rates, and that this flow of funds would tend to wipe out 
such disparity in rates, except in so far as they were the result of dif- 
ferences in risk. 

In this connection one must distinguish between the self-interest of 
the local bankers and the interest of the general public. The local 
bankers naturally dislike to be driven flora business by branches of 
large city banks. The development of branch banking need not, of 
course, always represent calamity for local bankers. Both the local 
banks and their management may be absorbed by the larger organiza- 
tion. Moreover, at present many communities in the United States 
must choose between having a branch of a largo bank or no adequate 
banking facilities at all. The thousands of small banks with inadequate 
capital which have failed in the last dozen years should probably never 
have been organized, and might now with advantage be replaced by 
branches of larger institutions without great loss to any vested interest. 

Branch banking, while favored in many other countries, has been 
severely restricted by the banking laws of the United States, with the 
result that the less desirable types of banking, group banking and chain 
banking, have grown to large proportions According to a revised sum- 
mary of state laws relating to branch banking published by the Federal 
Reserve Bulletin of July, 1932, only 9 States permitted state-wide 
branch banking, 14 permitted branch banking only within limited 
areas, 18 prohibited branch banking, and 7 had no legislation on branch 
banking. Wlicre branch banking was restricted to limited areas, the 
branches of a bank were restricted to the city of the main office, to the 
county of the main office, or to cities and counties contiguous to the 
city or county of the main office. 
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As against these restrictions on branch banking, there have been no 
similar restrictions on group or chain banking, so that these types have 
been permitted to develop on a state-wide and even interstate basis. 
Group banking has developed in practically all States, but its greatest 
development has been in states placing the most severe restrictions on 
branch banking. 

Another aspect of the branch banking problem has concerned the 
relative status of national and state banks. National banks were not 
permitted to establish branches prior to the enactment of the McFadden 
Act of 1927. This gave state chartered banks an advantage over national 
banks in those States which permitted branch banking and led to the 
withdrawal of some banks from the National System and the threatened 
withdrawal of many more. The McFadden Act permitted national 
banks to establish branches, but only on a city-^vide basis, so that na- 
tional banks were not placed on a par with state banks in States which 
permitted state-wide branch banking. In order to give national banks 
some protection in their competition with state banks, the McFadden 
Act provided that non-member state banks might join the Federal 
Reserve System only after giving up branches established after the date 
of approval of that act. IVhile affording the national banks some pro- 
tection in this way, the McFadden Act in some measure restricted 
branch banking so far as its spread among state banks was concerned 
in favor of group and chain banking. 

We come now to the bearing of this discussion upon the provisions of 
the Banking Act of 1933. Under the new banking law, a national bank 
may, with the approval of the Comptroller of the Currency, establish 
and operate branches in accordance with the law of the State in which 
it is located, subject, however, to the following restrictions: 

(1) The bank shall have a minimum capital of $100,000 if the popu- 
lation of the State is under 500,000 and the state has no city with a 
population of more than 50,000. 

(2) The bank shall have a minimum capital of $250,000 if the popu- 
lation of the State is over 500,000 and under 1,000,000, and the state 
has no city with a population of more than 100,000. 

(3) The bank shall have a capital of $500,000 in all other cases. 

(4) The aggregate capital of every national bank and its branches 
shall at no time be less than the aggregate minimum capital required 
by law for the establishment of an equal number of national banks 
situated in the various places where such bank and its branches are 
situated. 

In this connection may be noted also the increase in the minimum 
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capital requirements of national banks provided for by the Banking Act 
of 1933. The new requirements are: 

In places with a population of less than 6000, the minimum capital 
is S50,000, as against an old minimum of $25,000; in places with a 
population of more than 6000 but less than 50,000, a minimum of 
$100,000 is required, and in places with a population of over 50,000, 
the minimum capital is $200,000. 

Related to these provisions for national banks is the provision that no 
state banlc shall be admitted to membership in the Federal Reserve 
System unless it possesses paid-up capital sufficient to entitle it to 
become a national bank in the place where it is situated. Certain excep- 
tions are made to permit state banks and trust companies, situated in 
places with a population of not more than 3000, to become members 
with a minimum capital of $25,000. The purpose of these increases in 
the minimum capital requirements is to reduce the number of banks 
vdth insufficient capital to operate on a safe basis. It is obvious that a 
bank with a capital of less than $25,000, and possibly one with a capital 
of less than $50,000, must operate either almost exclusively \vith money 
contributed by depositors, or with such a small amount of resources 
that a rate of return which may be had on safe loans and investments 
will not be great enough to pay its e.xpenses of operations. Neither of 
these conditions is in the public interest. 

An incidental result of this increase in the minimum capital require- 
ments of a unit bank and the more liberal provisions for branch banking 
by national banks will be substitution of branches of large banks for 
many of the inefficient and uneconomical unit banks. 

12. The Banking Act of 1933 and the GmuRANTr of 
Bank Deposits 

In view of the fact that during the twelve years, 1921-1932, 10,816 
banks — more than one third the total number of banks in the country 
— with deposits of $4,885,126,000, had suspended with an estimated 
minimum loss to depositors of more than $1,600,000,000, it is not sur- 
prising that a strong sentiment prevailed in Congress for the guaranty 
of bank deposits by national legislation, even though state experiments 
along that line had uniformly failed, sometimes with disastrous results. 
Against considerable opposition the advocates of a guaranty system 
succeeded in writing into the Banking Act of 1933 certain clauses pro- 
viding for "insurance" of bank deposits. The insurance was to be 
provided under two plans, a tcmporarj^ plan to go into effect on January 
1> 1934, and a permanent plan to supplant the temporary plan and go 
into effect on July 1, 1934. 
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It be convenient to present first the details of the permanent plan, 
including the source of the insurance funds, the amount of deposits 
insured, the classes of banks included, the disposition of the assets of 
suspended banks, and the nature of the administrative machinery pro- 
vided by the law. 

The law creates a Federal Deposit Insurance Corporation whose 
management is vested in a board of directors consisting of the Comp- 
troller of the Currency and two other members appointed by the Presi- 
dent of the United States. The capital funds of FDIC are to be supplied 
from three sources to the extent of approximately §400,000,000, of 
which about one third is to be paid in, while the rest remains subject 
to caU. The Federal Government subscribes $150,000,000, the federal 
reserve banks about $139,000,000, and the member and non-member 
banks of the Federal Reserve System provide the remainder. The 
member banks of the Federal Reserve System are required to participate, 
and the non-member banks, including both commercial banks and 
mutual savings banks, may participate upon meeting specified require- 
ments. Participating banks subscribe to the insurance fund an initial 
amount equal to one half of one per cent of their total deposit liabilities, 
and receive in exchange for the amount paid in Class A stock in the FDIC 
entitled to cumulative dividends at the rate of 6 per cent per annum 
or 30 per cent of the net earnings of the FDIC, whichever is greater. 
The Federal Government is to receive the same rate of return on its 
contribution as the Class A stock. The contribution of each of the 
federal reserve banks is to be an amount equal to one half of its surplus 
on January 1, 1933, and the reserve banks are to receive in return for 
this contribution Class B stock of the Corporation, not entitled to 
dividends. 

The capital funds of the Corporation thus obtained are to be supple- 
mented when necessary to meet the claims of depositors of suspended 
banks by an assessment levied upon all participating banks in proportion 
to their deposit liabilities. This contingent liability of the participating 
banks is unlimited and may become much greater than the initial sums 
paid in for capital stock, and is the source of most of the opposition to 
the plan by bankers. 

Before a national bank is admitted to the fund — that is, to member- 
ship in the insurance system the Comptroller of the Currency must 
certify that its assets are adequate to meet all liabilities to its depositors 
and other creditors, not including, of course, its stockholders, and before 
a state member bank of the Federal Reserve System is admitted to the 
fund, the Federal Reserve Board must make a similar certification. 



GUARANTY OF BANK DEPOSITS 


717 


Non-momber banks which are admitted to the temporary fund, to be 
discussed below, may secure the benefits of the permanent fund by 
subscribing to stock in the Corporation on the same basis as member 
banks. But before being admitted to the temporary fund they must 
be certified as solvent by their respective supervisory authorities and 
must be examined by the Corporation. 

After July 1, 193G, non-member banks participating in the fund wore 
to qualify for membership in the Federal Reserve System and become 
members of the Reserve System in a reasonable length of time, or retire 
from the insurance fund. That is to say, after July, 1936, membership in 
the Federal Reserve System was to become compulsory upon all banks as 
a condition of membership in the insurance fund. Presumably this was 
tantamount to compulsory membership in the Federal Reserve System, 
since no commercial bank would be likely to retain its depositors if it 
did not insure their deposits while other banks in its community did. 
The insurance plan thus becomes a means of unifying the banking system 
of the country. This would not be perfect unification, though, because 
the e\’il of competing state and national supervisory bodies would still 
exist. There is, of course, the possibility that banks in some cases 
might set up co-openativo deposit insurance plans independent of the 
federal system and that such a development would stand in the way 
of unification. Instead of some non-member banks joining the Federal 
Reserve Sj'stem in order to obtain the benefits of federal insurance, some 
member banks might vithdr.aw to escape its burdens. 

Another element of compulsion in the insurance system is^that every 
national bank and every state member bank of the Federal Reserve 
System must become a Class A stockholder in the FDIC. 

The permanent plan provides a 100 per cent guaranty on the amount 
due each depositor not exceeding $10,000; a 75 per cent guaranty on the 
amount of the deposit in excess of $10,000 but not in excess of $50,000; 
and a 50 per cent guaranty on the amount in e.xcess of $50,000. It has 
been estimated that these figures represent a guaranty of about 79 
per cent of total deposits of all the banks in the Federal Reserve System, 
but for large banks with inany large deposits the percentage of deposits 
guaranteed would be less and in small banks, more, in some cases 
nearly 100 per cent.* 

When a national bank is closed because of inability to meet the de- 
mands of its depositors, the Comptroller of the Currency appoints the 
FDIC receiver for the bank. The Corporation then " proceeds to or- 

* These estimates are from J3ul!cftn no. 3, Commission on Banking Baw and Practice, 
Association of Reserve City Bankers. 
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ganize a new national bank to assume tbe insured deposit liabilities of 
the closed bank and to conduct temporarily a limited banking business. 
The Corporation shall make available to the new bank an amount equal 
to the insured deposit liabilities of the old, and these fimds shall be 
credited ratably to the depositors of the old bank, who thus become 
depositors in the new bank. The new bank may accept new deposits 
which, together with the amounts received from the Corporation, shall 
be kept in cash, invested in United States obligations, or deposited with 
the Corporation or a federal reserve bank.* 

The new bank shall be managed temporarily by an executive ofBcer 
designated by the Corporation, and need not have a board of directors. 
When it considers it desirable to do so, the Corporation may offer capital 
stock of the new bank for sale on such terms and in such amounts as it 
deems advisable, and stockholders of the old bank are given the first 
opportunity to subscribe. If an adequate amount of capital is not 
raised, the Corporation maj* offer to transfer the business to any other 
banking institution which will agree to take it over. If the Corporation 
finds no pmchasers for the stock and no other banking institution will 
take it over within two years, the Corporation is to place the bank in 
voluntary liquidation and wind up its affairs. Procedure in the case 
of a closed state bank is quite sunilar, but it may be observed that, in 
the case of a state bank which is thus closed, a national bank will be 
organized in its place, and not another state bank. 

Before passing on to a critical estimate of the permanent insurance 
plan, it will be convenient to consider briefly the temporary plan. The 
temporary plan was designed to be operative only six months, from 
January 1, 1934, to Jul3' 1, 1934, until the permanent plan could be put 
into effect. Alembers of the temporary plan were to be aU member 
banks licensed before January 1, 1934, by the Secretary of the Treasury, 
and all non-member state banks with the approval of the state super- 
visory authorities, after certification of solvency and approval by the 
Corporation. Both member and non-member banks were to pay to the 
Corporation an amount equal to one half of one per cent of the insured 
deposits certified as of the fifteenth of the month preceding the month 
they were admitted. Each member of the temporarj’’ fund was subject 
to one additional assessment of one half of one per cent of deposits and 
no more. Insurance was up to $2500 for any one depositor. While this 
left a large proportion of the deposits of large depositors uninsured, it 
has been estimated that this sum covered in full the deposits of 96.5 
per cent of all the depositors in the insured banks. 
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13. Cbiticism of the Guakanty System 

If one may judge from publicly expressed views, a very large propor- 
tion of all bankers oppose the permanent plan of deposit insurance, 
although the temporary plan seems to have been generally accepted as 
a worth-while expedient for placing the banking system as a whole on a 
sounder basis. The opposition of state bankers is based in part upon 
their belief that the guaranty system is to be used as a device to drive 
them under federal control. But the bankers’ opposition as a whole 
has a broader basis than this. The bankers’ point of view is expressed 
in a bulletin on The Guatanty of Bank Deposits issued in November, 
1933, by the Commission on Banking Law and Practice of the Asso- 
ciation of Reserve City Bankers, which makes the following criticisms 
of the plan: 

(1) It throws the burden of futm-e banking losses upon the banks 
without giving them the power to control those losses. 

(2) There is no limit to the contingent liability imposed on all the 
participating banks, and the total cost may prove ruinous to the sound 
banks in the system. 

(3) The plan, by making deposits in all banks equally safe, will 
encourage unsound banking. Those banks which might desire to pursue 
a conservative loan and investment policy would be foregoing the profits 
that might be derived from unsound practice while being compelled to 
assume the risks of the losses eventually suffered by the unsound banks. 

(4) Guaranty of bank deposits has been tried in eight States since 
the panic of 1907, and abandoned in all, having proved uniformly 
imsatisfactory and m some cases ruinous. 

These arguments against the insurance system may now be briefly 
considered. It is clear that insuring bank deposits does not insure sound 
banking. And while the Banking Act of 1933 is intended among other 
things to prevent reckless expansion of bank credit in another orgy of 
speculation, whether it will do this or not remains to be seen. In the 
United States laws are often laxly enforced or evaded, and the various 
inflationary provisions of recent monetary legislation may prove to be a 
powerful neutralizer of the anti-speculation provisions of the Glass- 
Steagall Act. Should another huge orgy of speculation be fomented by 
inflation of the currency and permitted by the central banking authorities, 
the losses to the insured banks and the burden upon the solvent banks 
would be terrific. 

How large these losses might have been if the guarant 3 ’- system had 
been in operation from 1921 to 1932 is shown in Table XXXIII. The 
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table shows that the estimated losses to depositors of closed banks during 
this twelve-year period amounted to an annual average of §136,000,000, 
and the estimated loss which would have been borne by the insurance 
fund amounted to $122,000,000. The last-named figure represents 
0.28 per cent of the deposits of active banks, or to 1.7 per cent of their 
capital funds. The average annual losses were, however, much larger 
during the last three years of the period than during the first nine, the 
average annual losses during the three years '1930-1932 having been 


Table XXXIV. Results of State Guakantt Plans * 


State I 

Duration 

Type 

Total assessments 

Final deficit 

Kansas 

Mississippi 

Nebraska 

North Dakota 

Oklahoma 

South Dakota 

Te.TOs j 

Washington 

1909- 1929 

1915- 1930 
1911-1930 
1917-1929 
1908-1923 

1916- 1931 

1910- 1927 

1917- 1921 

Voluntary 
Compulsory 
Compulsory 
Compulsory 
Compulsory 
Compulsory 
Choice t 
Optional 

$2,685,000 
1.2% of capital 
$17,700,000 
2,000,000 
3,700,000 

15,000,000 t 

II 

$7,175,000 

6,000,000 

22,000,000 

14,000,000 

7,500,000 

36,769,000§ 


* Ouaraniy of Bank Dtpositi, Bulletin no. 3, Commission on Banking Law and Practice, Association ot 
Keservo City Bankers, p. 32. 

t Choice between joining fund or posting bond equal to capital, 
i For period 1920-1925. 
j As of June 30, 1930. 

II Because ol the failure ot one large bank in 1921 the plan broke down and the banks Tothdrew, but 
the law was not repealed until 1929. 


$364,000,000, and the estimated annual loss which would have been 
borne by the guaranty fund amounting to $327,000,000, or 0.74 per cent 
of the deposits of active banks, or 4.04 per cent of their capital funds. 
These estimated losses are, moreover, probably understated. They 
are based on the assumption that the losses would amount to 11 per 
cent of the deposits of reopened banks and 40 per cent of the deposits of 
banks placed in liquidation — these figures being based on experience 
of earlier years. But in recent years the actual losses will doubtless 
prove to be greater than the percentages here assumed. 

To make the case against this insurance plan look even darker, it can 
be pointed out that a substantial burden of this sort falling upon the 
banks during a period of hard times and small earnings would tend to 
force many on the borderline of failure across the line into receivership, 
thus reducing the number of solvent banks left to bear the burden and 
making the burden correspondingly harder to bear. The process would 
be a cumulative one, its force increasing with the number of failures 
precipitated by its action. 

This is the view of the bankers who might be called upon to pay the 
cost. There is, however, a more optimistic point of view. In the period. 
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1930-1932, many of the bank failures were the result of the panicky 
mthdrawal of funds by depositors, who would not have withdrawn their 
deposits if they had been guaranteed. Therefore, it might be reasoned 
that if the guaranty system had then been in operation a much smaller 
number of banks would have failed. Not only would fewer banks have 
been closed because of runs, but many others which became insolvent 
through depreciation in the value of their assets might have been saved. 
The depreciation in the value of many bonds and other investments 
did not result in the first place from any serious doubts as to their eventual 
intrinsic value, but mainly from the relentless pressure of liquidation 
by banks in .the race for liquidity, itself the result of a desire to gather 
up cash available to meet runs of frightened depositors. If this is true, 
then the great losses suffered by depositors when the banks were not 
under an insurance system cannot be used as a gauge of the probable 
losses under an insurance system. But here we must be on guard against 
an overoptimistic view. Even under a system of guaranty of bank 
deposits, there would be runs on banks if the depositors lost faith in 
the guaranty. In that case depositors would still prefer cash in hand 
to the possible protection of a guaranty fund which might fail them in 
the end. Unhappily, there is no way short of trial of the expedient to 
determine how it will work. Abstract reasoning alone provides no 
definite conclusion. But this much can be said; should the system 
when tried faU in an emergency like that of 1932, the disaster resulting 
would be even greater than that which we suffered then. The strong 
banks would be dragged doum unth the weak, and none would be left 
to aid in the work of reconstruction. 

As for the argument drawn from the unhappy results achieved under 
state guaranty systems, too much stress should not be laid upon it. 
These systems failed in large measure because of inadequate supervision 
of the state banking systems. Under a national unified system better 
results might be expected. But the insured banks should aU be members 
of the Federal Reserve System, or, better yet, members of the National 
Banking System, and subject to effective supervision. 

14. The Tempobart Insubance in Operation 

The temporary plan of bank deposit insurance was duly placed in 
operation on January 1, 1934. At the end of the first month of operation 
officials of the Federal Deposit Insurance Corporation made public the 
following facts in respect to the results achieved during the first month: 

At the close of business January 31, 1934, the number of banks holding 
membership in the temporary fund was 13,434, the number of depositors 
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of tFe opposition of the bankers to the permanent insurance plan, and 
for other reasons, the deposit insurance provisions of the Banking Act 
of 1933 were amended by the Bank Deposit Insurance Act of June 16, 
1934. This act extends for one year the temporary plan, or until 
July 1, 1935, and increases the amount eligible for insurance from $2500 
of the deposits of each depositor to §5000. This act also postpones 
the termination of insurance of non-member banks until July 1, 1937, 
and permits non-member banks to obtain the benefits of the per- 
manent insurance after the fund is terminated (on July 1, 1935) until 
July 1, 1937. 

15. Interest on Bank Deposits 

One of the evils that had dev^eloped under our banking system was 
the competitive bidding for deposits by the banks, resulting not only 
in unduly high rates of interest being paid on time deposits, but in 
interest being paid on demand deposits. Interest on demand deposits 
might be paid openly as such, or the process might be concealed by 
classing deposits which were actually demand deposits as time deposits. 
Obviously, if some banks in a system of banks pay interest on deposits, 
other banks in the sj^stem must follow suit if they are to secure their 
“fair share” of deposits. Unless a particular bank receives its fair 
share of deposits, it must either restrict its loan and investment opera- 
tions or suffer a disastrous loss of reserves through the local clearing- 
house or its federal reserve bank. If all the banks in the system pay 
unduly high rates of interest on time deposits and pay interest also on 
demand deposits, the whole banking system is weakened, because under 
such circumstances the banks are compelled to seek more remimerative 
loans and investments to increase their income, and more remunerative 
loans and investments mean more risky loans and investments, of the 
sort which banks cannot safely make. 

To correct the evils which had arisen in this connection the Banking 
Act of 1933 prohibited the payment of interest on demand deposits 
by member banks of the Federal Reserve System, and empowered the 
Federal Reserve Board to regulate the rate of interest that might be 
paid by member banks on time deposits. 

The authors of the Banking Act of 1933 were apparently aware that 
some banks had been resorting to subterfuges to conceal the fact that 
they had actually been paying interest on demand deposits. This is 
indicated by the wording of the foUondng passages from the law: 

No ramber bank shall, directly or indirectly, by any device whatsoever, 

pay any interest on any deposit which is payable on demand.... 
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No member bmk Fliall pay any time deposit before its maturity or waive 

any requirement of notice before pajonent of any savings deposit except as to 

all savings deposits having the same requirement. 

In respect to the last-quoted passage, it is apparent that if a bank 
might pay a time deposit before maturity or a savings deposit without 
notice, such deposits would in effect become demand deposits, and the 
prohibition of interest on demand deposits would become inefTcctive. 

^Miile the majority of bankers probably favor these provisions of tho 
law, some have been accused of seeking and finding loopholes so that 
the practice of paying interest on demand deposits camouflaged as 
time deposits may continue under the new law as before. In regard to 
this matter and others tho Comptroller of the Currency in his Annual 
Report of 1933 made numerous suggestions for amendment, some deal- 
ing with mere technical details, but others of considerable importance. 

1C. Otiieh PnonstONS of the Battking Act of 1933 

Proxisions of the Banking Act of 1933 not emphasized in the foregoing 
p.agcs include tho following: 

Net earnings of fedend rcsciwe banks in excess of dividend claims are 
no longer to be paid to tho United States as a franchise ta.x, but arc to 
be paid into surplus. This pro%ision is an offset to tho requirements of 
tho new Banking Act that tho rc'^orvc banks pay half of their existing 
surplus into the insumnee fund in c.\chango for non-dividend-paying 
stock. 

Morris Plan banks and other similar institutions are made eligible 
for membership in the Federal Reserve System. Mutual savings banks, 
too, may become members of the Federal Reserve System if they have 
a surplus and undivided-profits account of not less than the amount of 
capital required for the organization of a national bank in the place in 
W’hich they arc located. Such banks must subscribe to the capital 
stock of the rcsciw'c bank an amount equal to six tenths of one per cent 
of their total deposit liabilities. 

A Federal Open-Market Committee, consisting of one member repre- 
senting each federal reserve bank, is created, and is to meet at least 
quarterly in Washington. No federal reserve bank shall engage in 
open-market operations except in accordance with regulations adopted 
by the Federal Reserv’e Board. Tliis provision grew out of the difficulties 
which sometimes arose from divergent open-market policies of tho 
different federal reserve banks. There had been, however, co-operation 
among the leading reserve banks in this matter for several years. 


Chapter XXIX 

OUR NEW MONETARY SYSTEM 

1. The Gold Reserve Act of 1934! 

Our new monetary system formally and officially came into existence 
■with the enactment of the Gold Reserve Act of January 30, 1934, and 
the proclamation of the President on January 31, reducing the weight 
of the gold dollar. But both the Gold Reserve Act and the devaluation 
proclamation had been foreshadowed by monetary developments during 
the preceding eleven months, and in large measure this act and this 
proclamation merely placed the seal of definite governmental approval 
on what had already been, less formally, accomplished. That such an 
act would sooner or later be passed and such a proclamation issued had 
for some time been taken for granted and their terms were approximately 
what had been expected. They were not surprise measures, and con- 
sequently caused no great financial disturbance either at home or abroad. 

The most significant pro'visions of the Gold Reserve Act may be 
stated briefly as follows: 

1. Legal title to all gold coin and bullion held by the federal reserve 
banks was transferred to the United States. In exchange for their 
gold the reserve banks were to receive gold certificates to the amount 
of one dollar for each gold dollar of 23.22 grains of fine gold. 

2. Federal reserve notes previously redeemable upon demand in gold 
were made redeemable only in lawful money, not including gold, except 
under special circumstances. 

3. The minimum cash reserve re'quirements of the federal reserve 
banks were changed as follows: Instead of a reserve of 35 per cent in 
gold or lawful money against deposits, they were now required to hold 
35 per cent in gold certfficates or lawful money; and instead of a 40 
per cent reserve in gold against federal reserve notes, they were no'W 
required to hold 40 per cent in gold certificates. Instead of a gold 
redemption fund of 5 per cent maintained in the United States Treasury 
against federal resen^e notes, they were now required to maintain an 
equivalent gold certificate redemption fund. This fund as before could be 
counted as part of the 40 per cent reserve against federal reserve 
notes. 

4. No gold shall hereafter be coined and- no gold coin shall be paid 
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out or delivered by the United States. All gold coin of the United 
States shall bo withdrawn from circulation, and, together with all other 
gold owned by the United States, shall be formed into gold bars. 

5. No currency of the United States shall be redeemed in gold except 
to the extent permitted in regulations which may be issued by the Secre- 
tary of the Treasury \vith the approval of the President, under the 
provisions of this Act. It is provided, however, that gold certificates 
owned by the federal reserve banks shall be redeemed at such times and 
in such amounts as, in the judgment of the Secretary of the Treasury, 
are necessary to maintain the equal purchasing power of every kind of 
currency in the United States. 

6. The provision of the Act of Congress of May 12, 1933, authorizing 
the President by proclamation to reduce the weight of the gold dollar 
by not more than 50 per cent was amended to the effect that in no 
event should the weight of the gold dollar be fixed at more than 60 per 
cent of its present weight. The effect of this provision was to authorize 
the President to reduce the weight of the gold dollar to any point be- 
tween 50 and 60 per cent of its old weight, namely, 23.22 grains of fine 
gold, or 25.8 grains of gold nine tenths fine. The increase resulting 
from the devaluation of the dollar in the dollar value of the gold held 
by the United States as security for gold certificates or as reserve against 
United States notes and treasury notes of 1890 was to be covered into 
the Treasury as a miscellaneous receipt. In the event of a subsequent 
increase in the weight of the gold dollar the Treasury would suffer a 
corresponding loss. 

7. A reserve for United States notes and for treasury notes of 1890 
shall be maintained in gold bullion equal to the dollar amounts required 
by law, and the gold certificates shall be secured at their face value in 
gold bullion. The effect of this provision was of course to reduce the 
gold reserve required for gold certificates and the United States notes, 
in proportion to the devaluation of the dollar. 

8. With the approval of the President the Secretary of the Treasury 
may purchase gold in any amounts at home and abroad at such rates 
and upon such terms as he may deem most advantageous to the public 
interest. He may also sell gold in any amounts at home and abroad, 
provided, however, that he may sell the gold which is required to be 
maintained as a reserve or as security for currency issued by the United 
States only to the extent necessary to maintain such currency at a 
parity with the gold dollar. 

9. For the purpose of stabilizing the exchange value of the dollar, the 
Secretary of the Treasury, with the approval of the President, directly 
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or througli sucli agencies as he may designate, is authorized to deal in 
gold and foreign exchange and such other instruments of credit and 
securities as he may deem necessary. To enable the Secretary to carry 
out this provision of the law there was to be appropriated out of the 
profits of the devaluation of the dollar the sum of $2,000,000,000. This 
huge stabilization fund was placed imder the exclusive control of the 
Secretary of the Treasury to be used at his discretion and with the 
approval of the President. Such portions of the fimd as are not currently 
required in stabilizing the exchange value of the dollar may be invested 
in United States bonds and notes. 

10. The Gold Reserve Act contains also some provisions in respect 
to the coinage of silver, but these will be described in a later section of 
this chapter dealing with the silver question. 

2, The Devaluation Proclamation and the New IMint Price 

OP Gold 

The day following his approval of the Gold Reserve Act, the President, 
acting under the powers conferred upon him by that Act and by the 
Thomas amendment to the Farm Relief Act of May 12, 1933 (the so- 
called Inflation Bill discussed in the preceding chapter), issued a procla- 
mation fixing the weight of the gold dollar at 15^ grains nine tenths fine, 
or 59.06 per cent of the former weight of 25.8 grains. This made the 
fine gold content of the dollar 13.71 grains as compared with the old 
weight of 23.22. The new gold content of the dollar became effective 
immediately on the signing of the proclamation by the President. 

In his proclamation the President gave notice that he reserved the right 
to alter the weight of the dollar as the public interest might seem to 
require. Under the provisions of the law, as already stated, he had the 
power to vary the weight as he saw fit from a minimum of 50 per cent 
to a maximum of 60 per cent of the former weight. Since he had fixed 
the weight in his proclamation very near the maxirnnm permitted, he 
could as a practical matter vary the weight substantially only by 
reducing it. 

Following the devaluation proclamation, the Secretary of the Treas- 
ury, with the approval of the President, announced that beginning 
February 1, 1934, he would buy through the Federal Reserve Bank of 
New York as fiscal agent, for the account of the United States, any and 
all gold delivered to any United States mints or at the assay offices in 
New York or Seattle, at the rate of $35 an ounce of fine gold, less the 
usual mint charges and less one fourth of one per cent for handling 
charges. No gold would be purchased at these rates, however, which 
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vindertakes to economize gold by beeping gold coins out of common 
circulation. The British Gold Standard Act of 1925, xmder which 
England returned to the gold standard after having been on a paper 
basis since 1914, did not forbid the redemption of bank notes in gold 
coin; it merely gave the Bank of England the option of redemption in 
gold bars instead of in gold coin, and of refusing redemption m amounts 
of less than 400 ounces in gold. Similarly the French monetary law of 
June, 1928, under which France returned to the gold standard with a 
devaluated franc, did not forbid the redemption of bank notes in gold, 
but gave the Bank of France the option of redeeming its notes in gold 
bars or gold coin, and gave it authority to refuse redemption in gold coin 
in small amounts. The purpose of these laws in England and France 
was not to make the central bank or the Government the sole custodian 
and owner of all the gold in the coimtry, but rather to make it easier 
for the central banks to build up large gold reserves by preventing the 
dissipation of these reserves in small hoards or in the channels of cir- 
culation. In those countries it did not become unlawful to hold gold 
in any form without special permission of the Government. 

The gold exchange standard employed by many nations, either alone 
or in conjunction with the gold bullion standard, primarily after the War, 
but in some cases before, represented another deface to economize gold 
and not a device to monopolize gold in the hands of the Government. 
The essence of the gold exchange standard is that, in the absence of a 
sufficient stock of gold coin or bullion within a country, its money of 
other kinds is made redeemable in bills of exchange drawn on banks in 
gold standard countries. In a country with a gold exchange standard 
the central bank does not need a gold reserve at all; it needs only a 
deposit, against which rt can draw drafts, in one or more banks in gold 
standard countries. Having once built up such a deposit reserve in a 
foreign financial center, the central bank of the gold exchange standard 
country can maintain it only as a result of such governmental control 
over imports and exports as will prevent an unfavorable balance of 
payments. If the bank is called upon to sell more drafts payable out of 
its foreign reserve than it buys, it will soon, like any other international 
banker under such circumstances, exhaust its foreign balance. If a 
proper balance of international payments is maintained, the foreign 
exchange rate between the gold exchange standard country and the gold 
standard country will remain approximately at par, and the paper 
currency of the former will therefore also remain at par with gold at the 
rate originally fixed. The gold exchange standard, like the gold bullion 
standard, economizes gold by restraining its use in the form of gold coin 
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under wliich gold may be “acquired and held, transported, melted or 
treated, imported, exported, or earmarked: (o) for industrial, profes- 
sional, and artistic use; (6) by the federal reserve banks for the purpose 
of settling international balances; and, (c) for such other purposes as in 
his judgment are not inconsistent with the purposes of this act.” 

Gold acquired, held, transported, melted, imported, or exported in 
violation of the Gold Reserve Act or of any regulation issued under it, 
subjects the guilty party not only to the forfeiture of such gold, but also 
to a penalty of t\s ice the value of the gold in respect to which the penalty 
has been incurred. In short, under the Gold Reserve Act the United 
States becomes the exclusive custodian and owner of all gold in the 
country except such limited quantities as may be held by others in the 
form of rare coins, and for use in industry and the arts, and by the 
federal reserv'e banks in the settlement of international trade balances. 
There is to be no gold coin in circulation; no free convertibility of other 
kinds of currency into gold; no unrestricted importation and exportation 
of gold. Even those clauses of the law indicating that gold might be 
sold or paid out as a means of maintaining the equal purchasing power 
of every kind of currency in the United States cannot be interpreted as 
indicating a purpose of paying out gold freely to individuals. Other 
clauses of the law, as well as the message delivered to Congress by the 
President on January 15, indicate that this is not to be done. In this 
connection the following quotation from this message is of interest: 

Certain lessons seem clear. For example, tlie free circulation of gold coins 
is unnecessary, leads to hoarding, and tends to a possible weakening of national 
financial structures in times of emergency. The practice of transferring gold 
from one indhddual to another or from the Government to an individual within 
a nation is not only unnecessarj'- but it is in every way undesirable. The 
transfer of gold in bulk is essential only for the payment of international trade 
balances. 

Therefore it is a prudent step to vest in the government of a nation the title 
to and possesion of all monetary gold witliin its boundaries and to keep that 
gold in the form of bullion rather than in coin. 

It is impossible to escape the conclusion that it is the intention of the 
Government to reduce to a minimum the ownership of gold by others 
than the Government. Our monetary system is to be organized on a 
basis radically different from what has ordinarily been understood by 
the gold bullion or the gold exchange standard. Except for the danger 
of being suspected of irony, one might refer to it as the inconvertible 
paper money gold standard. Concerning the difficulties that may be 
encountered in maintaining the equal purchasing pow'er of all kinds of 
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This Act indicated plainly that Congress did not favor a return to the 
gold standard with a dollar of 23.22 grains, but favored instead either a 
devaluation of the gold dollar, a silver standard, or a paper standard, 
obviously with the intention of raising prices by depreciating the 
currency. Its intention in this respect was made even plainer by the 
Joint Resolution of June 5, 1933, nullif 3 dng the gold clause in debt con- 
tracts, including obligations of the United States Government. 

The net result of these various orders and Acts of Congress was to 
convince most persons that there would be no return to the old gold 
standard, and that the most which might be hoped for by conservative 
monetary theorists would be a restoration of the gold standard with some 
considerable degree of devaluation of the unit — the e.\-pectation rang- 
ing from a valuation as low as 50 per cent to one as high as 70 per cent 
of par. Some feared unlimited inflation of the currency and deprecia- 
tion of the dollar through the unrestricted issue of paper money, but 
this fear of unlimited inflation at no time became very pronounced. The 
effects of these developments can be observed in the foreign exchange 
value of the dollar which now reflected the hopes and fears of the in- 
flationists and anti-inflationists, and of the general run of speculators in 
e.xchange rather than the ordinary demand and supply of dollar ex- 
change resulting from normal international payments. 

When the fear of inflation or devaluation grew, the demand for foreign 
exchange — particularly the demand for pounds and francs — increased, 
and the rate of exchange on London and Paris rose. In part this in- 
creased denumd represented a “flight from the dollar,” Timid or 
calculating persons purchiising foreign e.xchange with their cash re- 
sources e.xpcctcd in this way to protect themselves from a depreciating 
dollar. Once this depreciation had occurred, they might hope to buy 
back their dollars at a much reduced rate and thus largely increase 
their capital. In case prices of commodities and stocks in the United 
States rose as much as foreign e.xchange rose, nothing could in the end 
be gained by this process of “expatriating” and then “repatriating” 
capital if stocks and commodities were sold as a means of obtaining the 
funds to be transferred. But a clear gain might be realized by selling 
high-grade bonds, or by transferring idle cash on hand. 

Another aspect of this flight from the dolkir was represented by the 
device said to have been employed by some e.xporter 3 of leaving the 
proceeds of their salco on deposit in foreign banks jicnding the process 
of devaluation of the dollar. \\ ith a subsequent rise in the rate of 
foreign e.\clninge the foreign deposits would yield more, dollars when 
finally brought home by the process of drawing drafts against them at 
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the higher rate of exchange. This plan affected the rate of exchange, 
not by increasing the demand for foreign exchange, but by temporarily 
reducing the supply. 

The rate of exchange was also influenced by the speculators in ex- 
change as distinguished from those persons who were deliberately trans- 
ferring their liquid capital to foreign countries, or liquidating their 
fixed investments in order that the proceeds could be transferred. The 
speculators bought exchange for the rise or sold it short just as they 
might engage in similar operations in the stock and commodity markets. 
When they considered the rate higher than circumstances warranted, 
they sold poimds and francs; when they thought the rate was lower 
than justified, they bought. All these operations combined — the 
flight-from-thc-dollar-opcrations, the speculative operations, and the 
buying and selling growing out of ordinary foreign trade transactions — 
resulted in a fluctuating rate on pounds, francs, and other foreign cur- 
rencies, but the general trend was upward from March, 1933, to No- 
vember, 1933, after which there was a slight decline, as may be observed 
from the following tabic showing the rates month by month on the gold 
standard countries of France and the Netherlands and on England. 


Table XXXV. Foreign Exchange Rates * 

(Averago of daily quotations based on noon buying rates forcablo transfers in Now York 
In cents per unit of foreign currency) 


Year and Month 

England 

(pound) 

Franco 

(fran'i) 

Netherlands 

(flonn) 

1933 February 

312.21 

3.92 

40.27 

March . 

343.28 

3.94 

40.36 

April 

May 

357.93 

4.10 

41.95 

393.24 

4.59 

46.95 

June 

413.56 

4.80 

49.01 

July 

464.99 

6.46 

56.18 

August 

450.27 

5.37 

65.38 

September 

466.47 

5.77 

69.88 


466.83 

5.82 

69.96 


614.97 

6.27 

64.66 

December 

511.59 

6.12 

62.85 


504.93 

6.21 

63.62 

February 

Par of exchange: 

503.26 

6.46 

66.04 

Before January 31 

486.66 

3.92 

40.20 

After January 31 

823.97 

6.63 

68.06 


* Federal Reserve Bulletin, March, 1034. 


It may be observed that by November, 1933, the gold franc and florin 
had risen in price to a point much nearer the new par than the old par of 







736 


OUR NEW MONETARY SYSTEM 


exchange, and that it required only a comparatively small further rise 
to bring them up to the new par established by the devaluation proc- 
lamation of January 31, 1931. 

It is of interest to observe the effects of the earlier steps in the pro- 
gram of departing from the gold standard. The declaration of the bank 
holiday on March 6, 1933, had comparatively little effect on foreign 
exchange rates. For e.xample, the buying rates in New York of cable 
transfers of French francs, as certified by the federal reserve banks to the 
Treasury, ranged in the week ending March 17 from a low of 3.92 to a 
high of 3.95 — a maximum premium above par of less than one per 
cent. The foreign exchange markets likewise practically ignored the 
President’s order of April 5, requiring the delivery of gold to the federal 
reserve banks. In the week ending April 7, cable transfer rates for 
francs remained at approximately 3.93 ail week. 

A marked rise in exchange rates occurred, however, at the time the 
embargo was placed on gold exports. On April 18, two days before the 
embargo order was issued, the cable rate on francs was 3.98. On 
April 19, it rose to 4.16, and on April 20, the day the order was issued, 
it jumped to 4.38, from which point it receded to 4.31 on the next day. 
Similar movements occurred in other exchange rates. 

The Inflation Bill of May 12 either did not impress the foreign ex- 
change market as significant or else its effect had been discounted before 
it was passed. In any event, the franc actually declined in the week 
following May 12, from 4.62 on May 11, to 4.51 on May 19. On the 
other hand, the franc rose from 4,67 on June 5, the date of passage of the 
gold-clause nullifying resolution of Congress, to 4.81 three days later. 

5 . Establishing a Govehnxient Market for Gold 

A further important monetary development in the United States in 
1933 was the establishment of a government market for gold in ac- 
cordance with an announcement made by the President in a radio ad- 
dress delivered on October 22. Even more significant than the opera- 
tions of this gold market turned out to be were the remarks of the 
President in this address relating to the monetary policy of the Govern- 
ment in general. On this point he said in part: 

Finally, I repeat what I have said on many occasions, that ever since last 
March the de^te pphey of the Government has been to restore commodity 
price levels. The object has been the attainment of such a level as will enable 
agriculture and industry once more to give work to the unemployed It has 
been to make possible the payment of public and private debts more nearly 
at the pnee level at which they were incurred. It has been gradually to re- 
store a balance m the pnee structure so that farmers may exchange their 
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products tor the products of industry on a fairer evchange basis. It has been 
and is aiso the purpose to prevent prices from rising beyond the point necessary 
to attain tha'C ends. 

In respect to revaluation and control of the gold value of the dollar 
he said: 

Some people are putting tlie cart before the horse. They want a permanent 
revaluation of the dollar firat. It is tlio Govermnent’s policy to restore the 
price level fiivit. I would not know, and no one else could tell, just what the 
permanent valuation of the dollar will be. To guess at a permanent valuation 
now would certainly require later changes caused by later facts. 

When we have restored the price level, we shall seek to establish and main- 
tain a dollar which will not change in purchasing and debt-paying power 
during the succeeding generation.... 

Because of conditions in this country and because of events beyond our 
control in other parts of the world, it becomes increasingly important to de- 
velop and apply the further measures which may be necessary from time to 
time to control the gold value of our own dollar at home. 

Our dollar is now altogether too greatly influenced by the accidents of inter- 
national trade, by the internal policies of other nations, and by political 
dislurbantes in other continents. Therefore the United States must take 
firmly in its own hands the control of the gold value of our dollar. This is 
necessary in order to prevent dollar disturbances from swinging us away from 
our ultimate goal, namely, the continued recov cry of our commodity prices. 

a further effective means to this end, I am going to cotablish a Govern- 
ment market for gold in the United States. Therefore, under the clearly 
defined authority of existing law, I am authorizing the Reconstruction Finance 
Corporation to buy gold newly mined in the United States at prices to be 
determined from time to time after consultation with the Secretary of the 
Treasury and the President. Whenever necessary to tlie end in view, we shall 
also buy or sell gold in the world market. 

My aim in taking this step is to establish and maintain continuous control. 

This is a policy and not an expedient. 

It IS not to be used merely to offset a temporary fall in prices. We are thus 
coiitmuing to move toward a managed currency. 

In accordance with the President's announcement a gold market was 
established on October 25, 1933. The Reconstruction Finance Corpora- 
tion was authorized to buy newly mined gold in the United States at the 
rate of $31.36 a fine ounce, and the Fedeial Reserve Bank of New York 
was authorized to buy foreign gold for the account of the Reconstruc- 
tion Finance Corporation after November 1. This gold market con- 
tinued in operation from October 25, 1933, to Januaiy 31, 1934, when it 
was superseded by the gold-puichase operations established under the 
Gold Reserve Act, After January 16 the newly mined gold in the 
United States was purchased by the Federal Reserve Bank of New York 
for the account of the Treasury. The buying price of gold was raised 
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almost daily for the first fifteen days, by small amounts, and then raised 
less frequently until it reached $34.45 an ounce on January IG. It re- 
mained at that level until raised to $35 by the Secretary of the Treasury 
on February 1, 1934, under the Gold Reserve Act. 

The govermnent price of gold thus established represented a new mint 
price of gold and, as it was gradually raised, theoretically a progressive 
devaluation of the international exchange value of the dollar. 

It soon became evident, however, that the foreign gold currencies did 
not rise in terms of our dollar in proportion as the Government raised 
the price of gold. At the price of $34.45 cents an ounce for gold, the 
mint par of French francs was G.53 cents. But during the period when 
this price of gold was quoted, the value of the franc remained sub- 
stantially less than 6.53 cents, the highest quotation for the two weeks 
ending January 26 having been 6.32, and the average for the month of 
January, only 6.21. The obvious conclusion to be drawn from these 
facts is that the Reconstruction Finance Corporation was not buying all 
the gold offered abroad at the quoted price, and that the quoted price 
was therefore not an effective price. Had the Government bought all 
the gold offered, the foreign gold currencies would have risen approxi- 
mately to the new mint par represented by the new price of gold, for the 
manifest reason that a lower pnee of francs, for example, would have 
permitted speculators to buy francs in the foreign exchange market, 
convert them into gold in Pans, and sell the gold to the Reconstruction 
Finance Corporation at a profit. 

6. Chiticism of the Governjient’s Monetaey Policy as 
Announced in October 

The President’s radio address, and the establishment of the gold 
market under the conditions just described, brought forth a storm of 
criticism of the monetary policy of the Administration. The most 
bitter critics caustically criticized the Government for ever having de- 
parted from the gold standard at all. They demanded a return to the 
gold standard and a restoration of the standard gold dollar of 23.22 
grains, but they were apparently not opposed to the substitution of the 
gold bullion standard as apphed by France for the orthodox gold 
standard permitting the unrestricted circulation of gold coin. While 
admitting that a restoration of higher price levels was to be desired, 
they denied that a devaluation of the dollar was necessary to bring about 
a rise in prices. On the contrary, they held that the prime essential to 
a rise in prices was a recovery in business, and that business would re- 
cover with a revival of confidence. Tampering with the currency, 
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it less valuable and prices higher merely because there was less gold in 
the dollar, but because it would make the number of dollars and the 
quantity of bank credit based upon these dollars greater. The process 
would be worked out according to the theory represented by the equa- 
tion of e.xchange, MV + M'V = PT, discussed in detail in Chapter IV 
and frequently referred to in other parts of this book. 

Through his persistent and able advocacy of the plan, Professor 
Fisher had, during the years immediately preceding the establishment 
of the Federal Reserve System, persuaded a great many economists to 
view the compensated dollar with considerable favor, and many believed 
that it would prove to be an effective instrument of stabilizing prices 
if applied. It was, however, at the same time strongly opposed by 
economists who did not believe that there was a fixed relation between 
the quantity of money and prices, or the price of gold and commodity 
prices, and it was opposed also on the ground that, even if it did sta- 
bilize the average level of prices, it could not stabilize individual prices, 
some of which would go up while others went donm. It was also pro- 
nounced by many to be objectionable because it would give the dollar a 
fluctuating international exchange value — its value in foreign gold 
currencies, of course, fluctuating directly with the quantity of gold it 
contamed. 

After the establishment of the Federal Reserve System, the notion 
of stabilizmg prices by varying the gold content of the dollar was dis- 
placed in the United States by the notion of stabilization through e.x- 
pansion or contraction of bank credit through the rediscount and open- 
market operations of the federal reserve banks. Most economists 
would give some sort of qualified approval to a policy of stabilizing 
prices by means of control of bank credit through central banking opera- 
tions, but there is a great deal of skepticism as to the ability of central 
banks firmly to control even the general level of prices in this way, let 
alone individual prices, some of which may be going up, while others are 
going down for reasons independent of the amount of money and bank 
credit. As to the possibihties of such price control, something has been 
said in Chapter IV and elsewhere in this book, and some additional re- 
marks will be made in later pages of this chapter. In conclusion on this 
point, it may be said that, if the President planned to adopt the device 
of a managed currency, he could count upon more support and less 
opposition from the more orthodox economists, if the management, that 
is, the price-stabilization process, was exercised through credit control 
by the banks, than if the management took the form of varying the gold 
content of the dollar indefinitely. It is probable that he and his advisers 
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Bidence, unemployment, business stagnation. Something might be re-' 
quired to break the vicious circle of the depression, but whether so or 
not, increasing the supply of money and bank credit was not the some- 
thing required. Not only were there already bank deposits proportion- 
ately greater than the degree of business activity, but there existed m 



CHABT xra. EXCESS RESERVES OP MESIBER BANKS 

From the Federal Reserve BvUetin^ March, 1934. 


enormous potential source of bank-credit expansion in the huge excess 
reserves of the member banks, greater in the last half of 1933 than at any 
other time in history. (See Chart XVII.) If the existing superabun- 
dant bank credit could not start prices rising, what reason was there for 
holding that adding to the superfluity would bring better results? 

9. The W.a.kren Theory of Prices 

■ Diametrically opposed to the view of these critics of the Administra- 
tion's monetary policy was the view of Professor George F. Warren, one 
of the most influential monetary advisers of the President. As early as 
1918, Professor Warren, as a result of his study of monetary statistics, 
had concluded that the world stock of monetary gold was not sufficient 
to sustain a price level above the pre-war level, provided the leading 
nations of the world undertook to re-establish the gold standard with 
their old units of value. 
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The statistical basis of Warren’s theory is the relation between the 
total monetaiy stocks of gold and annual gold production on the one 
hand and the physical volume of production and the commodity price 
level on the other. In his book on Prices,^ written in collaboration with 
F. A. Pearson, Warren states that their statistical studies have shown 
that for seventy years before the War any period m which yearly gold 
production did not equal 5.6 per cent of monetary stocks was usually 
followed by a period of falling commodity prices. During this period 
the production of commodities was rising at about 3.15 per cent a year. 
A 5.6 per cent production of gold was sufficient to provide for industrial 
uses and to increase monetary stocks rapidly enough to support the 
price level. Other writers, including Cassel and Kitchin, had come to 
the similar conclusion that any period in the seventy-five years before 
the War in which world monetary stocks did not increase a little more 
than three per cent was a period of falling commodity prices. 

During the period from 1914 to 1928, according to the statistics com- 
piled by Warren and Pearson, world monetary stocks of gold increased 
38 per cent and the physical volume of production also increased 38 
per cent. If the pre-war relation between gold production, physical 
volume of production, and conmiodity prices had held, there would have 
been no substantial change in prices during this period. During the 
War, however, most of the leading nations of the world abandoned the 
gold standard, and their prices in paper money mounted skyward. At 
the same time much of the gold they had held flowed to the countries 
remaining on the gold standard and permitted a great rise of prices in 
terms of their gold currencies. 

The course of prices in the United States during these years has been 
discussed in earlier chapters and need not be considered in detail here, 
but it may be recalled that, after the sharp readjustment of prices during 
the panic of 1920, commodity prices in this country settled down to a 
level approximately 50 per cent above pre-war prices. In the world at 
large the general level of prices in terms of pre-war currencies ranged 
from 40 to 50 per cent above pre-war levels. 

According to the Warren theory this high level of prices to which the 
world grew accustomed during the early twenties was made possible 
only by the fact that during these years most of the European countries 
were not interested in building up gold reserves. When the movement 
toward a return to the gold standard became general in Europe, the 
demand for gold increased greatly, the value of gold rose, and a decline 
in prices toward the pre-war level became inevitable. There was no 

* Warren and Peai^on, Prices, John Wiley and Sons, 1933* 
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warrant in monetary history for believing that a price level 50 per cent 
above the pre-war level could be supported by a stock of monetary gold 
which on the pre-war basis would not support even the pre-war level. 

Stated baldly, the Warren theory holds that in the long run — that 
is, over a period of five to ten years or longer — there is a direct relation 
between the quantity of gold and prices in gold standard coimtries. 
In a gold standard country where the currency and bank deposits are 
convertible into gold, commodity prices can depart from the world 
ratio of gold to commodities by only a limited amount and for only a 
limited time. In the different phases of the business cycle it is possible 
to have a limited and temporary movement in commodity prices away 
from the gold relationship. 

In a sense Warren is a quantity theorist, but his method of approach 
is not the usual one, and he makes no direct use of the equation of ex- 
change. The value of gold, he says, is determined by its supply and by 
the demand for it as money and for use in the arts. The use of checks 
to replace gold currency does not affect the value of gold except that 
by substitution checks reduce the world demand for gold. A more 
rapid use of gold enables an ounce of gold to perform more services and 
so reduces world demand. But price remains the ratio of two values — 
the value of the commodity to the value of gold. When he recognizes, 
as indicated in the foregoing statements, that the use of checks, the 
velocity of circulation, and the supply of commodities all affect the value 
of gold, and that there is, as he states, a definite limit on the amount of 
bank credit that can be safely built on gold, he has admitted the sub- 
stantial truth of the equation of exchange, and used the substance of it 
in his explanation of the value of gold and the price level. It would 
seem that his ex-planation of the value of gold conforms more closely to 
the equation of exchange explanation than to the simple commodity 
value theory. Under the latter theory, prices would automatically be 
doubled overnight simply by reducing the weight of the dollar 50 per 
cent. That is to say, under the simple commodity theory of the value of 
gold, a piece of gold weighing 23.22 grains, and worth one bushel of 
wheat, would stiU be worth only one bushel of wheat if cut into halves. 
And if each half were now called a dollar, whereas before the whole had 
been called a dollar, the price of wheat would have risen from one dollar 
a bushel to two dollars a bushel. Under the quantity theory of money, 
however, prices would not tend to double merely as a direct result of 
reducing the weight of the gold dollar. Before prices would tend to 
double, there would have to be a doubling of the total amount of money 
in circulation and a doubling of bank deposits subject to check, a develop- 
ment that could not take place instantaneously. 
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their possible effects on the world price level have been the changes made 
since the World War in control and ownership of the monetary stocks 
of gold. With gold coin largely -withdrawn from common circulation 
under the gold bullion standard, and the consequent increase in the 
gold reserves of the central banks, a greater expansion of bank credit is 
made possible than before. The importance of this development is 
clearly shown by the following monetary statistics: 

In 1913 the total world monetary stock of gold, as estimated in docu- 
ments of the League of Nations Gold Delegation, was $8,773,000,000. 
Of this there was held in reserves of banks of issue $4,945,000,000, while 
there was in circulation outside these banks $3,828,000,000, or approx- 
imately 43 per cent of the total. By 1929 the total monetary stock had 
increased to $11,179,000,000, of which $10,423,000,000 was held in the 
banks of issue, while only $756,000,000, or less than 8 per cent, remained 
in circulation. The gold reserves of the banks of issue, on which expan- 
sion of bank credits is directly and indirectly based, had increased more 
than 100 per cent during this period. 

Further possibilities of raising the world price level on a gold basis are 
found in proposals that have been widely made by influential monetary 
experts to reduce the legally required minimum gold reserves of central 
banks from 35 to 40 per cent against note issues to the lower level of 20 to 
25 per cent. There is, furthermore, the possibility, also mdely suggested, 
but not equally widely accepted, of establishing an international gold re- 
serve, deposited perhaps with the Bank for International Settlements at 
Basle. This bank would then become a central bank of the central banks 
of the various nations participating in the plan. 

These various developments and proposals may be neither sound nor 
desirable, but it cannot be denied that they offer potentialities of credit 
expansion and price inflation with the present stock of monetary gold and 
without the necessity of devaluation of the gold units of value. There 
are, however, certain considerations which make some of these means of 
raising prices appear less desirable than the plan of devaluation, and to 
these considerations it is worth while to devote a little attention. 

In the first place, while these various methods of economizing gold 
theoretically make a higher level of world prices possible, none of them 
affords a sound practical basis for a program of price-raising in any 
one country acting -without co-operation of other countries. Should 
any one country undertake to raise its own price level by expansion of 
the currency and bank credit made possible by its use of the gold bullion 
standard, the gold exchange standard, or reduction of its minimum 
required bank reserves, and should it succeed temporarily in thus raising 
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reduction in the cash reserve ratios of banks, is desirable, even though it 
might temporarily be successful. All these projects have in common the 
one essential characteristic that they propose to increase the amount of 
bank notes, government paper money, and bank deposits that can be 
supported by one dollar in gold, and they have in common also, at least in 
most cases, the purpose of restricting in some way the free convertibility 
of other forms of currency into gold, or even in preventing conversion 
absolutely. The writer adheres to the belief that a gold standard is not 
a true gold standard when all forms of currency are not freely convertible 
into gold. Although temporary suspension of gold pa 3 mient may be ex- 
pedient and desirable in times of panic, it should not be adopted as a 
permanent policy and made the basis of currency expansion so great that 
it could not normally be maintained under a policy of unrestricted gold 
payments. Ail these projects tend toward the erection of an unstable 
inverted pyramid of credit on a narrow base of gold — a pyramid that 
will be overturned inevitably in every financial storm. 

In this connection it is not amiss, perhaps, to present the following 
quotation from the Annual Report of the Bank of France for 1933, issued 
in January, 1934: 

The experience of the year 1933 can, in our opinion, only strengthen the 
validity of the principles to which we adhere. We remain more than ever 
convinced that convertibility of the currency into gold is an indispensable 
condition for sound economic and social discipline. 

However attractive may be the artificial expedients which history shows 
that nations have always been inclined to adopt in a period of crisis, they really 
bring notliing but illusory or doubtful improvements immediately followed by 
disappointment. International trade, which in the modem world promotes 
to so great an extent the w’ealth of all nations, cannot recover its full vigor 
until the value of the great currencies is definitely fixed. Monetary stability 
is thus tlie most effective means of preparing for the return of lasting prosperity. 

11. Cnmcisir of the Inconvertible CuERENcy 

The writer sees no serious objection to that form of the gold bullion 
standard, which merely discourages the common use of gold coins in cir- 
culation and in hoards, although he believes even this restriction on the 
free convertibility of the currency into gold will in the long run w'ork 
more harm than good. But restriction on gold payment to the e-xtent 
apparently planned by the Gold Reserve Act and the regulations issued 
under it is open to criticism. 

Although the Gold Reserve Act contains a clause providing for the 
maintenance of the equal purchasing power of all forms of currency in the 
United States, the severe restrictions on gold redemption of the currency 
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parity of all our kinds of currency with gold as it would be presented 
should France and the remaining countries of the gold bloc adopt a gold 
standard of the type apparently represented by our Gold Reserve Act, so 
that in all countries the gold reserves were monopolized by the Govern- 
ments or the central banks, and no paper currency were redeemable ia 
either gold coin or gold bullion. Under such conditions it would still be 
possible to maintain our dollar on a parity with the franc, the florin, or 
other so-called gold currencies, but this would signify nothing as to its 
parity with gold. In that case all that could be said with assurance about 
parity would be that a franc was worth 6.63 cents, and that 6.63 cents 
were worth a franc. There would be no legal method of determining the 
relation between the value of a gold dollar and a paper dollar, or a gold 
franc and a paper franc. A bootleg gold market would probably develop 
at which gold would be bought and sold at a premium in terms of paper 
money. How high the gold premium would be would depend primarily 
upon the two factors which always determine in large measure the value 
of paper money — namely, the quantity of the paper money, and the 
degree of confidence reposed in it by those who have goods and services 
for sale. A third factor would, however, now become of importance, and 
that is the extreme scarcity of gold resulting from the fact that the bulk 
of the world supply had been deeply buried under ground in the vaults of 
the government treasuries or central banks. This would make the value 
of the available gold much higher in terms of other commodities than it 
otherwise would be. 

Under this system we should have what may be called a pure managed 
currency divorced from gold except for the fact that the Govermnents 
would go through the solemn formality of shipping gold back and forth 
between the government vaults as a supplementary device to maintain 
the parity of the paper currencies with one another. If the doUar de- 
preciated in terms of the franc, a few truckloads of gold would be e.x- 
humed in Washington and buried in Paris — the sole result being an in- 
crease in the demand for dollars or a declme in the demand for francs in 
the foreign exchange market of paper dollars and francs. Or perhaps all 
the gold would be buried once for all in the vaults of the International 
Bank of Basle, and only title to a few truckloads would be shipped back 
and forth to maintain a proper relation between the demand and supply 
of dollars and francs. 

Those who have great faith in the project of a pure managed currency 
would hold that the internal value of the paper currency of the various 
nations could be maintained on a parity with gold and with other cur- 
rencies without the conversion privilege by a proper adjustment of its 
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50 per cent above the level prevailing in the depression a short time be- 
fore, and of then maintaining the price level at that point. The quantity 
theory of money rmght seem to lend support to the view that any tend- 
ency for prices to rise above the desired level could be checked by re- 
stricting the amount of government paper money, bank notes, and bank 
deposits subject to check. But two great obstacles stand in the way of 
successful management of an inconvertible currency at this point. First, 
the Government might not have the courage and the desire to attempt to 
check the rise by restricting further expansion of the currency. Busi- 
ness men and speculators who had made commitments based on the ex- 
pectation of a further rise in prices would be infuriated if government 
action prevented the rise from taking place. Moreover, there would al- 
ways be the danger that checking a rise in prices would not leave prices 
stable at that level, but would precipitate a disastrous fall. The reasoning 
on this point has been elaborated in earlier chapters and need not be re- 
peated here. Such deflation, precipitated intentionally by deliberate 
action of the Government, would be unprecedented in our monetary 
history. It is doubtful that any party in power could survive the political 
storm that would follow. 

But there is also the possibility that an attempt actually made to check 
the rise in prices by contraction of the currency might fail. In the first 
place, prices depend as much, and in some cases even more, upon the 
velocity of circulation of money and bank deposits as upon the quantity 
of the currency. If during the rise in prices business men, investors, 
speculators, and consumers developed a great faith in a period of pros- 
perity and rising prices ahead, the demand for commodities, securities, 
and real estate would grow. The rise in prices might gain such momen- 
tum, and be fed by such an increase in the velocity of circulation of 
money and bank deposits, that it would go far beyond what the Govern- 
ment had expected when it fixed its limits on the available quantity of 
currency and bank credit. 

Doubtless a rise depending upon such an increase in velocity of circu- 
lation of money and bank deposits could eventually be checked by a se- 
vere contraction in currency and credit, provided the people did not lose 
confidence in the mconvertible paper money. Should confidence in the 
paper evaporate, however, contraction of the currency would not bring 
a dechne in prices in terms of this currency. Mere scarcity of scraps of 
paper if the money came to be esteemed on that basis only — would 
never make them worth more than scraps of paper. It is conceivable, 
and the writer believes quite probable, that a flight from such paper cur- 
rency would develop. If the paper currency were used only in one coun- 
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the (ioliar ujwn llu* pricea of es.i>orUbK‘ conituodities — the price of cot- 
ton, let 1U5 H.iy, exiwrted to Franci'. Sujtjwo that the Freiicli have been 
tMiiing to buy our cotton at two francs a potuid. At tiie old par of cx- 
clntugo thia would l>e 7,S-i » entaa pound. But at the iie-a par of exchange 
It would Iw Ki.d Ceuta per pound. If tiie Fnruh toutumed to pay a.<> 
much for our cot ton as Is,forc in terms of fnincs, the price of cotton would 
riic from 7.iSl cenLs to l.'1.3 c« nts js-r iKjtiud. SimiLir results would .tp- 
iwar in the cise of other coiumoditks t‘\j)ort<d to other gold standard 
couutric.s; also in conuuo<litie.se\|H)rtcd to pa{H‘r standard crjuntrics, un- 
less their ciirri ncic.s laid ineanw hde also i>eeu tie vahuted in tenns of gold. 

Then* Ls, of cours^i, the iX).%-ibil»ty th.it, insti.id of the French continu- 
ing to pay-two francs a pound for our cottiin, they would continue in- 
.stc.id to pay only 7.8-1 cents. In that case tlieir cotton would coat them 
in temrs of francs only I. IS francs a txiuml inste.ul of 2 francs. Thi-S 
would tend to encourage them to huj' more cotton. If then* were similar 
results in other foreign purcluoes of our cotton, the increased demand 
would natumlly result in higher prices m the United States. The final 
result would bo that our growers would sell nion* cotton than b<forc at 
higher prices llwn bi'foro, while foreiguets would still enjoy the advan- 
tages of u cheaper commodiiy in tcnius of their own curreiieie.s. In any 
event, the devaluation of our dollar would result in higher prices for cot- 
ton and uU other exportable commodities whose pnees are controlled 
largely by world-wide demand and supply, and not merely by the de- 
nuuid and supply in our domestic nuirkct.s. 

In a similar way the prices of impontd commcKlitics would rise. If 
the British rubber producers, for example, were able to obtain in the 
world market one pound sterling for 100 pounds of rubber, the rubber 
would cost our iinponers 3.5 cents a pound w ith sterling at $3.o0. With 
sterling at So, 15, the closing rate on sight bills in New York, April 5, 1931, 
the rubber would cost the American importer So.lo, provided the Britisli 
price had still remained at one pound sterling for 100 pounds. If our im- 
porters refused to buy their usual quantity at that price, the resulting de- 
cline in demand rm'ght force the British price below the previous level, 
but the American price would still remain above the old level. 

The most probable results of the devaluation of our dollar, it might 
have been predicted on the basis of deductive reasoning at the time of de- 
valuation, would be at least a temporary e.xpansion of exports and a tem- 
porary decline in imports — in volume, but not necessarily in value — and 
a rise in the prices of both imported goods and exportable products. There 
would be no corresponding and immediate rise in the prices of other com- 
modities, securities, or real estate resulting directly from the devaluation 
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ployment by the Civil Works Administration, and other forms of un- 
employment relief. In the aggregate literally billions of dollars of addi- 
tional purchasing power has been thus created, most of which has been 
directed to the purchase of consumers' goods, either directly by those 
who first received it or by others. Additional buying power has been 
created by government loans to railroads for buying steel rails and equip- 
ment — thus providing aid to the so-called heavy industries, which have 
also received some benefit from the program of the Public Works Ad- 
ministration. 

The payments made to the farmers for restriction of output have been 
designed to serve a double purpose. They have not only increased the 
purchasing power of the fanners and thus increased the demand for the 
products of industry, but they have increased the probabilities of a, rise 
in the price of the chief farm products by restricting their supply. 

The purchasing pouer thus provided in the first instance by govern- 
ment funds has been designed to “prime the pump,” a figure of speech 
frequently used in this connection. It has been hoped that the business 
activity and employment stimulated by these funds vdll generate so 
much additional emplo3rmeat and create so much additional buying 
power that the Government may soon withdraw its artificial aid. The 
government aid may be likened to the self-starter on an automobile, 
which will provide power enough to run the engine for a while, but can- 
not do so for long without e.xhausting the battery. If the engine is to 
pick up speed and function properly, it must do so under its o^vn power. 
If the industrial machine does not in a reasonable time pick up speed and 
generate its own purchasing power, the power of the Treasury to main- 
tain it in operation -niil become exhausted. In more prosaic language, 
the Government’s e.xpenses will exceed its revenue, its budget will re- 
main unbalanced, its credit will be destroyed, its power to borrow will 
fail, and it will be forced to meet expenses by the method of the printing 
press and limitless inflation. However, at the time of writing, there 
seems no great danger of such calamitous developments. Actual re- 
covery from the depression with rising prices and increasing business 
activity and employment seems positively to be under way, as indicated 
by the statistics in Table XXXVI, on page 759. 

These statistics of recovery require a little comment. The first thing to 
note is that there was a marked recovery in industrial production, con- 
struction contracts awarded, factory employment and payrolls, car load- 
ings and commodity prices from January, 1933, to March, 1934. A second 
point of importance is that prices of farm products, particularly of grains 
and the same would apply to cotton — had risen much more sharply 
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The advocates of devaluation deny that it is unethical. They deny 
that the creditors are being robbed; what has actually been borrowed and 
what is to be paid back is not essentially gold, but purchasing power.' 
Neither the borrower nor the lender has been primarily interested in the 
gold represented by the loan. If, then, the lender receives back in 
purchasing power as much as he lent, he receives all to which he is en- 
titled. If he receives a great deal more, he gets more than he ought to 
get. He is, in fact, from an ethical point of view, if not legally, robbing 
the borrower. Whether or not devaluation is theft depends therefore 
upon definitions. General agreement upon this point is impossible. 

A second defense of devaluation is that whatever is socially expedient 
is right. If the social system can be saved from violent revolution and 
possible complete disintegration only by devaluation, then devaluation 
is justified. It serves the greatest good of the greatest number. It may 
be recognized as an evil, but it is wise to choose the lesser of two evils; and 
even the creditors will be better off after having received small dollars 
peacefully than they will be if they have to fight for recovery of their 
large dollars, with the prospect of fighting in vain and being killed in the 
process. The writer is inclined to admit that there is some force in both 
of these arguments. 

Devaluation is undoubtedly an evil, not only because it works some 
present injustice, but because it may serve as a bad precedent for future 
operations of the same sort, and because it tends to undermine the con- 
fidence of the people in the financial integrity of the Government. But 
under the circumstances that existed in 1933, devaluation seems to have 
been the best way out of a serious difficulty. It probably prevented the 
necessity of further ruinous deflation of commodity prices, securities, 
and wages. It is not improbable that further deflation would have 
resulted in riots, rebellion, and revolution. As a device to raise prices 
devaluation will rob the creditors of no more domestic purchasing power 
than an equal inflation by other means, such as bank deposit currency. 
And if we are to have higher prices, it affords a broader and more stable 
gold base for credit expansion than we could have had without de- 
valuation. I 

The United States does not stand alone in its policy of devaluation. 
France devalued the franc in 1928 to approximately 20 per cent of its pre- 
war value, as against our more modest devaluation of the dollar to 59.06 
per cent. Italy, Belgium, and numerous other countries have likewise 
devalued their currencies since the War. And if we look for earlier histor- 
ical precedents, we find that England, for example, has devalued its gold 
unit repeatedly since the year 1257, when the price of gold per fine ounce 



the possibilities ® 

16. Tub Possibibitie developed up to 

July, 1934, Ives IB h the average ^ ^ early 

policy IS, of coBr®e, the le P ^^^el of 

is, an increase of about 6? pe p,, ee,^^ abov 

part of 1933, or an gold purchase daws will 

October, 1933, when tbe ^uges our monetary a^d if , 

effect. But the variou ^i^i^ proposed J® J> P prostration, 

permit a lise in P’^^^^ebps after the P’^^s^^Srom the point of 

rplSti . aol 

our price level will not b ^.g. 

an extravagant assumptm . ^ ^ted that , re than ten 

in an eUer cl>apW wonW »>“'/ “TfuSto cteat, 

serves of the IX"*' *“ *'’® °‘ XrfcirS ai.°ala«0“ 
doUaia of member the dm-^ea f “® April 4, 1934, 

after mnkpis a liberal deposit en" Mserve bants 

that accompanies exp ggerves of the twe supported an 

the total gold certito ,eserve3 which won d ^ 

amounted' to *‘.X’T;rdeposlts to at la“f fS ^t which time 
expansion of member deposits on Marc > March, 1934, 

twice the amount 000 , 000 . But at § 7 , 700 . 000 , 000 , 

they amounted to 325i ’^^.jy.5vereapproa y^^yi^g increase 

the total gold fg 6nancial operatmnjor §5,000,000,000, 

so that it would be as P reserve , -ii^ntion fund is main- 

thegoldcertificatereseiv exchange ®^^^.,, xign purposes. To 

even it tht »"'““CSreawart«d “ 

tainedhntactingoldspecia y ^^^grve le,,vful money, 

this §5.000,000,000 5500,000,000 - of o^r 

hundred niillions - poss* ^ reserve b g 

available as legal „o rvould support datively estimated 

grand total of $5,50 ' ^5 qqO.OOO.OOO, on *^0 the total depos-ts 
xeney to the amount of S^S ^^y f^g compared wrt 
ratio of 1 to 10. This ngiu 



764 


OUE NEW MONET.yiY SYSTEM 


of all banks in the United States, exclusive of interbank deposits, of 
$53,852,000,000, at the end of June, 1929, and of member bonk deposits 
alone of only $32,284,000,000. 

But there are still further possibilities of credit expansion under the 
new system. Part of the $2,000,000,000 in the stabilization fund could 
be added to the gold certificate reserves of the reserve banks. jVIore- 
over there is the possibility, under authority of the Inflation Bill of 
1933, of expanding the greenback currency to the amount of $3,000,000,- 
000, all of which might become lawful money reserve against federal 
reserve bank deposits. 
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The tremendous possibilities for bank-credit expansion indicated in 
the foregoing discussion would be considerably reduced if Congress 
would change the reserve requirements of the member banka in the way 
recommended repeatedly by the Federal Reserve Board. The proposal 
of the Federal Reserve Board is that the amount of reserves required of 
member banks should depend not only upon the value of their deposits, 
as is the case under the existing law, but also on the rate of turnover of 
deposits. If this proposed plan were adopted, reserve requirements 
would increase rapidly and automatically when speculative activity 
developed, and the increase would fall upon the banks at which a rapid 
turnover of deposits indicated a growth of speculative activity, while 
for other banks reserve requirements might not increase. In general the 
object of this plan would be to discourage excessive speculation without 
retarding ordinary conunercial and business activity. j > 

In addition to other possibilities of inflation of our currency there are 
decided possibilities of inflation by way of silver coinage provided for 
by recent legislation. On December 21, 1933, the President issued a 
proclamation opening our mints to the coinage of standard silver dollars 
■from all silver hereafter produced in the United States at the rate of §1.29 
per fine ounce. The Government was to retain 50 per cent of such silver, 
however, as seigniorage, and this 50 per cent was to beheld in the Treas- 
ury. The dollars coined from the other half were to be returned to the 
' depositors of the silver presented. This was tantamount to buying the 
silver on govermnent account at 64.5 cents an ounce, or about 50 per 
,cent above the market price at the time. Since the production of silver 
in 1932 had been about 24,000,000 ounces and could be expected to in- 
crease substantially under the stimulus of the higher price, it could .be 
expected that this proclamation would result in the coinage of 15,000,000 
silver dollars annually, possibly more. This proclamation' was imder 
a,uthority of the Inflation Bill, and represented also a step toward carry- 
ing out an international agreement made at the London Conference of 
sLxtyrsLx Governments in 1933, under which these participating Govern- 
ments agreed to take measures which would increase the monetary , de- 
mand and reduce the market supply of silver. • ^ " 

Under the Gold Reserve Act further provisions were made for ihereas- 
ing the amount of silver currency. The President was authdrized to is- 
sue silver certificates against any silver bullion or standard silver dollars 
in the Treasury not then held for redemption of any outstanding silver 
• certificates, and to coin standard silver dollars Or subsidiary' currency for 
the redemption of such silver , certificates. The President was author- 
ized also, as already noted, to reduce the weight of the silver, coind in 
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argued that symmetallism has the advantages of bimetallism without its 
disadvantages. The value of the symmetalhc coin’depends upon the 
value of both gold and silver, and, combined in the same coin, neither 
metal can drive the other out of circulation under the operation of 
Gresham’s Law. 

It is obvious that the devaluation of the dollar and the consequent 
enormous increase in the gold reserves in terms of dollars, the increase in 
sdver coinage already provided for, and the further possible increase in 
silver coinage as well as the possible e,N;pansion of the issue of greenbacks, 
bring the country face to face with the menace of inflation on a worse 
scale than the inflation of the two periods of inflation discussed in other 
chapters of this book. ‘ 

But in the opinion of the writer the most dangerous factor in the 
present monetary system is the factor of inconvertibility of the paper 
currency into gold. It is a misnomer to call our present system a gold 
standard. Paper money which is inconvertible is inconvertible paper 
money, regardless of what other term may he applied to this form of cur- 
rency. It is doubtless true that to make our paper money at once con- 
vertible into gold may involve some risk of a raid on the gold stocks of 
the Treasury. I But not to make it convertible after a reasonable time 
involves the greater risk of a flight from this currency and utter financial 
demoralization. As for those who blame all the world’s monetary ills on 
the “fetish” of the gold standard, if they will but read the history of 
the last twenty years they will find that most of the monetary ills and 
many other ills that now plague the world had their origin in the almost 
world-wide departure from the gold standard in 1914 and thereafter. 
Had it not been for the disastrous inflation engendered by that de- 
parture from the old-fashioned gold standard, there would have been no 
disastrous period of deflation, and no necessity for tryine now to extri- 
cate ourselves therefrom by novel and 
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The Banking Act of 1935 permits reserve banks to make advances on 
member bank notes provided only that such notes must be secured to the 
satisfaction of the federal reserve bank.^ But, each such note must bear 
a rate of interest at least one half per cent in excess of the highest rate in 
effect at the reserve bank on the discount of ehgible paper. The theory 
of encouraging member banks to give preference to short-term “auto- 
matically Uquidating ” paper is thus not completely overturned by the act. 
Mortgage loans, under the act, are permitted to national banks imder 
more liberal terms than previously prevailed, but not for the maximum 
maturities that would have been authorized under the House bill.* 

The House provision regarding the elimination of all special security 
for federal reserve notes was withdrawn from the bill finally enacted. 
Until March 3, 1937, however, federal reserve notes may be secured by 
government issues.* 

While opinions differ as to the merits of the legislation, there seems to 
be general agreement that, with %vise administration, certain inefficiencies 
in the administration of the earlier S3rstem will be removed. The success 
that was realized in modifying the comparatively extreme terms of the 
House bill should also contribute to confidence that there will always be 
strong opposition to schemes proposing a highly centralized system of 
central banking administration, even though such schemes seem neces- 
sary to permit the application of temporarily popular formulae of credit 
control. The legislative history of the act also indicates that concerted 
objection can be counted upon against schemes to effect the complete 
subordination of the reserve banks to the Treasury. 

5. The Tempohaby Plan foe the Insurance of Bank Deposits 

It has been pointed out in previous pages * that the Banking Act of 
1933 provided for a temporary, as well as a permanent, plan of deposit 
insurance. Under the initial temporary plan, insurance was limited to a 
maximum of $2500 for any one depositor. The members of the tempo- 
rary plan were all the member banks of the federal reserve system licensed 
by the date at which the plan became effective, i.e., January 1, 1934; and, 

Ucma from gross demand deposits instead of solely from " due to ” accounts. This latter pro- 
vision was welcome to country banks since they constitute the class of banks that ordina- 
rily hold an excess of “due from” over “due to"itcm3, for which excess they could previously 

secure no credit. These provisions axe contained in Title III of the act. Cf. pp. 781. 

* Under rules and regulations to be issued by the Board of Governors. 

J Maturities of real estate mortgage loans may not exceed five years unless there is com- 
pliance with specified amortization arrangements. 

‘ A proclamation of the President, signed February 14, 193S, was necessary to prevent 
the termination of this provision of the Glass-StcagaU, Act of 1932 on March 3, 1935. 

* Ci pp. 715-25. 
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decisions of the state banking authorities/ the Reconstruction Finance 
Corporation/ the local federal reserve bank, the Board of Governors of 
the Federal Reserve System, the Comptroller of the Currency, and the 
Federal Deposit Insurance Corporation. Such overlapping of authority 
is not only objectionable, on the ground of the wasted time, expense, and 
effort imposed upon bank officers and bank directorates, but it obstructs 
the promulgation of a common monetary or credit policy. 

There has thus far been little unanimity of opinion with respect to the 
most desirable method of effecting such simplification of our supervisory 
system. The Comptroller’s office has inevitably been inclined to work 
for the exteaision of the national system. Officials of this office have 
from time to time made suggestions which would require the federal 
chartering of all commercial banks — thus leaving to the states the in- 
corporation only of savings institutions and trust companies. The Fed- 
eral Deposit Insurance Corporation, on the other hand, seems to en- 
visage a set-up in which its authority would prevail over non-member 
banks while the federal reserve banks would be dominant in the regula- 
tion of member institutions. In line with this thought is the suggestion 
which has been advanced to state banking departments that the F.D.I.C. 
take over the major part of their work of examining non-member state 
institutions. 

In all this discussion of simplification it seems somewhat strange that 
the old proposal to abolish the National Banking system is seldom re- 
peated. The chartering of banks could well be left to the states; and, in 
so far as banks are required to adapt their policies to supposedly na- 
tional requirements, there would seem to be ample regulatory power in 
the federal reserve banks, as far as member banks are concerned, and, in 
the Federal Reserve Deposit Insurance Corporation with respect to non- 
members of the Federal Reserve System. Under such a set-up state 
governments could impose upon local institutions whatever controls are 
desired that are not in conflict with the regulations of the two bodies 
charged with the promulgation of national policies, i.e. the reserve banks 
and the F.D.I.C.® In other words some deference could be paid to the 
principle of permitting state governments to take account of local condi- 
tions; at the same tune, uniformities in practices could be required in so 
far as considerations of national policy are concerned. 

1 In certain respects state authority controls even national bank practices. A recent 
case in point has been the fixing by the Now York State Bank Board of a 2 per cent mai- 
imum interest rate on time deposits. 

1 Particularly if it has borrowed or sold its preferred stock, capital notes or debentures to 
the RFC. 

1 In BO far as such regulations represent the exercise of constitutional powers. 
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of; a general armed conflict, have thus had i the result. in, the i last, few 
months of; accentuating sharply, the .volume of member banks’ excess, re-i 
serves. ■ : ' ■ 

1 -Opinions differ as to the; probable future volume of such; excess; :rei 
serves. A, restoration of confidence in the ability of- Europe to avoid ai 
martial combat would, probably result in a return- of some- of sour ire- 
cently imported gold to Europe and would thus bring about a reduction- 
in the size of these balances. But no matter what prediction they make 
of the future volume of these reserve balances, the majority of sane think- 
ers are . agreed that the Federal Reserve Administration must be spre- 
pared to act with unusual vigor and promptness the moment inflation, 
threatens, to get out of hand. i i 

Optimism regarding our abiUty to control ithese- reserves, ,'however,-;is' 
not easily generated by a consideration of the remedies which may;be in- 
yoked.- ' Increasing the discount rates of- the reserve banks; i the .itradL' 
tional weapon of -central banlm, cannot be expected to.-prodiic'e.-any 
measurable result in a period in which the total -volume of! bills .disn 
counted by the reserve banks amounts — ; as it did on September 30, 1935 
—to less than $10,000,000. -r, -i- 

• The Banking Act of 1935 gives the new Board of Governors of the 
Federal Reserve System, by a vote of only four of its members; power to- 
increase reserve requirements — ; up to a limit o£ twice, the existing ratio's 
— but it is extremely doubtful whether any such remedy will ever be 
invoked -with vigor and timeliness. Although reserve ratios may be-in- 
creased for the separate classes of meniber banks, diflBculties will always 
arise because of ' the varying conditions of banks in the classification 
affected. -No matter what the needs- of .the.’general situation, banks in 
soihe localities will be subjected to greater hardship in meeting; increased 
reserve, requirements than other banks, and these hard-pressed ! institu- 
tions can be expected to exert pressure against any increase.:: ;. !!•.!( .-(i - 
On September 30, 1935, the reserve; banks possessed more than,2.4' 
billions of dollars of government securities'. ' The sale of these securities 
would eliminate a . major ; portion of ; member.' banks’ excess-- reserves; 
Such sales, howevef,,might;depress the market for government ‘securities 
and therefore create embarrassmentTor-the Treasury- in marketing the 
new issues which- futiire spending will require..- 'Further apprehension; re- 
garding the effects of such sales is occasioned.by the fact that; as of June 
29,- 1935, member: banks alone held more than eleven billion ; dollars: of 
either the direct or. the guaranteed obligations of ; the United States 
Go-vernment. To depress the market for governments -ivould both re- 
duce the value of member bank assets and lessen 'the’iW'iUingness of 
member banks to subscribe to new Treasury offerings. 
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. Fears of the adverse market consequences of a refusal by the reserve 
banks to continue with present holdings of governments have been over- 
emphasized. The larger part of the reserve banks’ portfolio of govern- 
ments — upwards of 90 per cent — are not in bonds but in shorter-term 
issues; and these short-term issues, if allowed to run off, could probably 
be refloated with member banks at only a slight increase in rates. The 
effect of such action would probably be salutary in that there would be 
less apprehension on the part of the banking public regarding the possi- 
bilities of an explosive type of credit inflation. It is quite probable, in 
other words, that the removal of the specter of inflation would do more to 
strengthen the market for long-term governments than putting pressure 
upon member banks to increase their holdings of short-term issues would 
operate to depress the market for the long maturities. 

- Still other controls can be employed. Margin requirements on col- 
lateral loans may be increased; the various restrictions of the Banking 
Act of 1933 may be invoked with reference to the use of bank credit in 
the speculative markets; member banks may be called upon to increase 
their stock holdings in the reserve banks; the greenbacks may be retired; 
and member banks’ loan policies subjected to more rigorous scrutiny by 
regulatory officials. The success of any of these devices must be predi- 
cated,. however, on the assumption that the federal government will 
shortly naake progress toward the ultimate balancing of its budget. 

t , 

. 10.' The Unique Characteh op this Country’s Gold Policy in 

, >1 1933-34 

Those economists who, in early 1933, advocated independent action 
by this country to effect a reduction in the gold content of our dollar 
may be classified in three groups. In the first group were those who be- 
lieved that, as a consequence of various foreign currency devaluations, 
the dollar had risen so greatly in the foreign exchange markets as to sub- 
ject our exporters to an unfair handicap. A.second group did not be- 
lieveithat the dollar was too high in the foreign exchanges but felt that if 
its gold content were Imvered commodity prices in this.coimtry would 
rise and the purchasing power of the dollar would fall with sufficient ra- 
pidity to justify a dollar of lower gold content. The third group did not 
emphasize the foreign exchange aspects of the problem. Its members 
simply contended that the world’s physical supply of monetary goldhad 
hot been'increasing sufficiently to prevent a deflation of prices in the gold’ 
standard world from the levels'reached during and after the Great War, 
a period in which the world’s i'demand" for gold, so it waa argued, had 
been abnormally 
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is not sufficiently extensive in and of itself to have brought about any 
marked improvement in the general exchange situation. Let us there- 
fore turn our attention next to price-level changes in the different coun- 
tries. ' 

Here we find also a certain degree of change from the early 1934 
situation. The index numbers of wholesale prices published monthly in 
the Federal Reserve Bulletin show, for the period January, 1934, to 
August, 1935, a 12J4 per cent rise for the United States, a 1 per cent rise 
for Canada, a 1 per cent decline for England, an 18 per cent fall for 
France, a 6 per cent advance for Germany, a 17 per cent rise for Italy, 
and a 4 per cent increase for Japan. The rise in the United States has 
certainly helped a little to offset the influence of our 40 per cent revalua- 
tion; and the 18 per cent fall in France * has operated to make the posi- 
tion of the overvalued franc a little stronger than it othenvise would be. 
On the whole, however, internal price adjustments have done relatively 
little to bring the world’s currencies into an alignment that corre- 
sponds more closely to their arbitrarily determined gold values. 

Special measures to stimulate exports and to discourage imports have 
also found extensive employment in various countries. Bounties and 
subsidies to exporters, increased tariffs, import prohibitions, and govern- 
mental control of foreign e.xchange required by importers have been 
relied upon — to give a few illustrations — by Germany, Brazil,' Italy, 
Hungaiy, Roumania, Jugo-Slavia and Bulgaria. 

Despite these adjustments, however, recent gold movements have 
tended to become more capricious and disturbing than ever. Few au- 
thorities regard the existing valuations as capable of solidification in an, 
enduring monetary system. At the time of writing it is not difficult to 
find ardent supporters of our gold revaluation who lament bitterly the 
increased volume of the money metal which is being dispatched to our 
shores. Even after this country practically forced China to nationalize 
its silver stock,® many advocates of om revaluation defended our silver 
purchases on' the sole theory that, by supplying foreign silver sellers with 
dollar credits, this country was lessening the tendency for gold to move 
toward the United States.® At the present time the United States holds 
a larger portion of the world’s monetary gold than at any previous period. 

» Quite extraordinow action was announced by tho Laval ministry in July, 1935, to re- 
duce prices and coats in France, Wages nnd pensions paid by tbe state were severely re- 
duced, renters on lease were authorized to reduce payments 10 per cent, and provision was 
made for the reduction of interest on mortgages as well as on French rentes. 

» In November, 1935. 

* A cessation of the Treasury a purchases of silver from abroad would impose new pres- 
sure on foreign gold stocks. It is not at all unUkely that our present silver purchase policy 
will shortly bo modified. - r 
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Why has this depreciation of the dollar in terms of the British pound 
'not produced such benefits for the American export trade, and such 
handicaps to the countries of sterling area, as to necessitate further de- 
valuations by the members of the sterlmg bloc? Such a development, 
which would have threatened a mad depreciation struggle, was indeed a 
reasonable expectation after our virtual refusal to discuss stabilization at 
London in June, 1933. What has obviated, or at least postponed, this 
competitive race to devaluate? 

A number of factors must be mentioned in the search for an answer to 
this question. One of somewhat limited significance is that at $3.30 
the pound of 1932-33 was undoubtedly somewhat undervalued, prob- 
ably for bargaining purposes, at the forthcoming London Conference. Of 
greater significance, however, in obviating a depreciation contest is the 
fact that a sufficient degree of exchange certainty has been realized 
within sterling-area to lessen the need of a fair alignment with the dollar. 
Within this area of comparatively stable exchanges, an area including 
one third of the world’s population and responsible for about the same 
fraction of the total value of all inter-nation commerce, satisfactory 
trade gains have been experienced. Whether these gains are to be attrib- 
uted to the relative freedom from exchange wars within this area, or to 
the tendency of nations with a common monetary pohcy to unite more 
readily in projects to promote acts of trade reciprocity, or to still other 
factors, cannot here be argued. But with respect to one conclusion there 
can be no fair dispute. It has fallen to other countries than the United 
States to interpose the only effective obstacles that have thus far been 
erected in the way of a ruinous international currency war. 

From another point of view also, the disturbing influence of the Amer- 
ican type of gold revaluation is to be envisaged. Our action has imposed 
such exchange rate pressure on the countries of the gold bloc as to ac- 
centuate deflationary price movements in this area.*- In other words, 
our pohcy has contributed to an increased value of gold. Present de- 
mands for a further devaluation of the dollar can therefore be made on the 
ground that such action is necessary to offset the effects of our first de- 
valuation. Thus far, however, the European world has generally pre- 
ferred to suffer the effects of adverse exchange discrimination than to 
provide the inflationists of the United States with excuse for demanding 
another reduction in the dollar’s gold content. 

' By way of illustration, traveling in gold-bloc countries by American tourists has been 
rendered more expensive, foreign gold currencies also go further m buying American 
securities. 
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ization, nations must prosecute policies calculated to keep the goods 
values of their currency units in reasonable relationship with the gold 
values of these currencies. 

Can this once more be done? In the minds of many monetary econ- 
omists such a solution ought not even to be attempted. It is frequently 
argued that the internal monetary requirements of the different nations 
have become so divergent as to require abandonment of all projects to 
maintain external stability. Some nations, it is contended, require a 
stable money (one which changes little from time to time in purchasing 
power). Others, it is maintained, would fare better by observing the 
precepts of neutral money (in which, price levels vary only in response to 
such “goods” factors as climatic conditions, technical changes in manu- 
factvuing, etc.). Since there are claimed to be such discrepancies in the 
needs of different nations it is held that efforts to aflox different cur- 
rencies to a common commodity should be abandoned; that each nation 
should go its own way with inconvertible paper money; and that no at- 
tempt should be made to stabilize the value of one currency in terms of 
others. 

What the final attitude of different peoples will be toward this con- 
tention cannot be stated with confidence. It is the belief of the writer, 
however, that the world is tired of independent currency policies by the 
different nations and is anxious to avoid them in the future. It is also 
his opinion that the sacrifices required of a nation to stay on a common 
monetary system have been grossly exaggerated. The preservatipn of 
the gold standard has compelled many nations to adopt unwelcome 
monetary policies. Study in retrospect, however, usually reveals that 
the restrictions thus imposed would have been necessary anyway, at a 
shortly later date, to avoid the development of unsound economic condi- 
tions. Monetary science is more and more tending to teach that periods 
of expansion sooner or later create maladjustments of a type that are not 
always promptly revealed in such statistical indices as prices, employ- 
ment, and the volume of speculation. Adherence to a metallic standard 
in such a situation causes nations to make adjustments before the conse- 
quences of mistakes will be as great as if the expansion period had con- 
tinued longer. We have generally indicted the gold standard, moreover, 
for consequences that do not properly fall at its door. Our worst suffer- 
ings have not resrilted so much from prolonged adherence to restrictive 
currency and credit policies as to sudden and enforced retreats from ex- 
pansions too rapid to be maintained. ‘ 

the many recent devaluations, furthermore, such action ivould probably provide so broad 
a base for currency and credit expansion as to invite extreme price inflation. It is essenpal, 
however, that progress be made m determming that relationship of the dollar and the pound 
which may be reasonably expected to become the basis for a permanent stabilization pact. 
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280-283: “"f ,e^.S., 379; Jackson a re- 
flrst Bank detectors, 408. 

atriotiona f civil War, 415; value 

, 400; „fLuing, 423-427; inelasticity 
of privilege 459-461; preferred 

of fi?' by FrLch, 472; issue by Heichs- 

10 ohooks oy 

System. 540 

National "457^59; gigatjc bank- 

Dank of ^‘“noy, 461, 462; relation to 

deposit cm ^gg. pjgjggtijjg jg. 

jomt-ste 4e4_466| control of rate of 
®®'v.°nEe 465. -166; concentration of gold 
issue of currency notes, 643; 
i"'«n from Morgan and Co., and Federal 
n^erve Bank ol Now York, 646; aid from 
\ of France and Federal Reserve 
Rank of New York (1931), 669 
• gjj g{ France, premium on gold, 469, 470; 
^Stabilization of franc, 649; quotation from 
Annual Jieport, 750 
Bank of Indiana, 412, 413 
Bank of Massachusetts, 377 
Bank of New York, 377 
Bank of North America, 377 
Bank reserves, in depression, 100; deposited 
in other banks, 240. See also Reserves 
Bank statement, of Bank of Centerville, 229; 

detailed analysis of, 238-241 
Bank stock, value of, 228 
Bank surplus, 240 

Bankers’ acceptance, 308-311; in foreign 
exchange, 315, 316; and acceptance 
houses, 362; before 1913, 518, 519; and 
foreign trade, 519, 520; restrictions on use 
of, 520-523 
Bankers’ demand. 315 
Bankers’ long bills, in foreign exchange. 315 
Bankers’ sight bills, and commercial bills in 
foreign exchange, 319-321; as basic market 


rate of exchange, 317, 318; foreign ex- 
change rates on, 346, 347 
Banking, commercial, nature of, 226-251; 
(See Commercial banks) ; investment, 355- 
358 (See Investment banking); colonial, 
376; fundamental causa of bad, 396; in the 
West, free, 400, 401; development 1846-. 
1860, 407, 408; in Europe (1914-1930), 
641-664. See also National Bank 
Banking Act of 1933, and guarantee of bank 
deposits, 399, 715-718; general purposes, 
700; restrictions on use of reserve bank 
credit, 702; separation of commercial 
from investment banking, 704-708; se- 
curity affiliates, 705, 706; and group 
banking, 708-710; and branch banking, 
710-715; and interest on deposits, 724, 
725; other provisions of, 725 
Banking codes and service charges, 532 
Banking Act of 1935, general purposes and 
provisions, 772-781 

Banking system, at time of Civil War, 211; 
elements of sound, 449, 635, 536; final 
collapse of, 685-687; reconstruction and 
reform, 691-725 

Bunks, closing by President, 3; soundness of 
and depression, 4; kinds of, 17, 18; and 
advancement of real estate loans, 116; 
failure of resulting from “nms," 116 
(See also Bank failures) ; position of with 
respect to speculation, 116-118; and ex- 
change, 292, 293; mutual and stock savings, 
348-351; in U.S., some early, 377; central, 
449-496; reopening of, 695, 698 
Barter, difficulties of, 29, 30; under handi- 
craft system, 30; difficulty under capital- 
ism, 31 ; following issue of paper money in 
Utopia, 189 

Barter currency, of American colonies, 76- 
79. 130 

Battle of the standards, 59 
Beckhart, B. H., Willis, H. P., and. Foreign 
Banking Systems, 462 n. 

Benton, T, H., argument for gold standard, 
146; anti-bank sentiment, 413 
Biddle, N., president ol Second Bank of 
U.S., 393 

Bill-brokers, and discount houses in Eng- 
land, 463, 464 

Bill ol lading, attached to commercial draft, 
291 

Bills, acceptable under Federal Reserve 
Act, 521-523 

Bills of credit, constitutional provisions con- 
cerning, 208 
Bills of exchange, 71, 72 
Bimetallism, apparent advantages of, 69; 
meaning of, 60; and Gresham’s Law, 61, 
62; fundamental weakness of, 62, 63; com- 
pensatory action tmder, 63-65; inter- 
! national, feasibility of, _65-67; argument 
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135; Liven out by overvalued 

f^uro of. 144; retenbon 
BilveFi iKi. ahandoDDieiit of, lo3 

of after 1853, 151, ? with. 154-156; 

184; French e^P®““^5g.e2eotofretain- 

end of in Europe, lo8, ISJ.ene 

ing (1870-1900). IM 

Bland. “Silver Dick, ur- 

Bland-AlUson Aot,_^ 164. 16^. “ 

chased under, 172 3; issues 

Bonds, market price P „ i75_i77; and 

of and the “endless cham, l^P 

shortterm fn- 431; govern- 

tional banta and 571. 572; 

mcnt, to (1929-1933). 

and stocks, deflation of UJ- 

027-629 , , . 1003-1929,589.590 

Book values, of investment. 

Borrowing for speculation and mve 

115, 116. 121. 122 

Bradford. P. A., ■^“''^"’irbiiks 484; and 

no-7^/vS- 

SoS'riaf^^ 

1927,714 , 100(1-1929, 601; 

Brokers’ loans. Growth m 19- 

chart alrowioe ^ted by. 65; 

Bryan, W. J.. iLI*^ 179. defeated by 
campaigns of, 17». r<Ji 
prosperity, 181, 182 _ 

Bvulding and loan asMCiab ’u-fotoVu of the 
Bullock, C. J.. ThcJIoM 

United Statce. 128 n., 171 n.. 201 n., -u 
evils of paper moriey, “0/ -rjcea 108; 
Business, stimulated by ^ ^ 

open-market operations^ d 

of, 527; deflaUonm (1?20-1“-V’ - 533- 

part played by banks m deflation of. 

Business cycle, and quanti^ aver- 

Business man, and prico ’ ^d, 

ago, and profits, 108; falling P ^^3 

120, 121; as inflatiomst m seventie . ^ 

Buying, ivith increase in money, > 
prosperity and in depression, i 
marpn, with ri^ng prices, 

Cable transfers, 316; rates on, 3^°' ^ 148; 
California, coinage of ’ 

use of specie during Civil war, - 
“Campaign of fear," 680 30-32; 

Capitalism, money essential to, _’„i.(md 

variety of contribuUons under JO. 
barter, 31; money and distribution unu 
31; effictoncy of, 32 


CarUslcJ.G.. advocate of free coinage of 

silver, 175 / 1000-1932). 622. 

Car-loadings, dechne m (19-9 19 h 

cSnoui. G. T.. BmA Grmr. ad CiaC» 

cSS» 

to 

effect of unequa P f money, 9o; re- 

Cash reserves, and q^n^y 

lation toprice-byd, 1^^ over-c^ansion 
nl’ ''foft free banLg of the West. 

of loans. -77. m j; Banking .4ot 

401; provisions “L „omsmmovcdial874. 
of 1864,418; to check under 

425; and depoa^ su J national 

National M by state banka, 

bank notes eoP?*?“ wanidng System la 

cSSi.”f 
35T.to»“ •> 

241 i4n— 177* fiiuctiouB of, *140““ 

Central banks. 44 452; and First 

452; govorninent CO □ 453. ^nd fear 

and Second Bank3 4^^’ al 

of money power, -100 457. Bank of 

°^UtawCo— in 

England, _ 457-40 J. g^. ^;^dc ban^k- 

England melasto, 451^9 _jgj_ 450; 

deposit ?P"““2^.rbSil^. 462. 463; di^ 
EngUsh tiU-brokera in England. 

count houses and bin o England a 

463, 464; P^P^j^Oof Englhh 
reserve ^.^ting houses. 460, 467. 

bankers 403^469; prenuuin on 

Bank 470; great banks of 

gold in Bronce. 409^^j cf France. 

I^t^th'e'l^Ubiik. 4r^74; iomt-sWek 

‘credit banks G®rma 
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Central reserve city banks, -llO, -lOS 
Certified checks, 211, 212 
Chain banking, and group banking distin- 
guished, 70'J 

Chase, S. P„ sale of Civil War bonds, 213; 

proposal of National Banking System, 410 
Checking account, relation to annual in- 
come, 08 

Checks, doi>osit«d and drawn against banks, 
230, 231; advantages gamed by use of, 
237; on other ban&, 239; certified, 211[ 
and deposits, relation between, 212; clear- 
hig and collecting, 255-200; cash in circu- 
lation made redundant by, 200, 207; os 
form of domestic oxchiiuge, 280; uso of m 
preference to bank draft, 301; bank notes I 
preferred by French, 472; "giro” system 
as substitute for in Germjmy, 475; contro- 
versy concerning par collection of, 530- 
632; payment by and decrease in money 
in circulation (1923-1029), 013 
Choves, L., appointed president of Second 
Bank of U.S., 388; conservative manage- 
ment of, 390, 391; and state banks, 391, 
392 

China, and silver standard, 74 
Circulation, money in, 0, 18, 20; velocity of 
and bank deposits, 92; and quantity of 
money, 97, 08; and confidence, 217 
Civil War, monetary conditions preceding, 
159; credit money of, 210-213; slate bank- 
ing before, 390-114 

Clearing, and collecting cheeks, ; 255-200; 

■' in domestic exchange, 293-295; round- 
about method of, 290-299; the new 
system, 299-301; intcr-Uistrict, 301, 302 
Clearing bouse, advantages of, 256; tablo 
showing claims of banks, 258; tablo show- 
ing amounts due to and from, 259; balance 
maintained with, 259, 2G0; transactions 
resulting from unequal loan expansion, 
276; International, 294; Federal Ecservo 
, System as, 299-301, 529, 630 
Clearing-house loan certificate, . uso of in 
panic of 1873, 441 ; in crisis of 1893, -143; in 
. 1907 crisis, 4-10 

Cleveland, President, and revision of tarifl, 
174 -■ ■ ■ ■ ■ . ■ 

Clipping, of coins, 42 ' 

Cognizability, os quality of money, 41, 42 
Coin, definition of, 41.. 

Coinage, free and gratuitous, 8; on govern- 
ment account, 9-11; of minor coins, profit 
. from, 10; and cognizability, 41, 42; by 
, government, reasons for, 42, 43; mint 
. .charge for, 60; Jefferson’s notes on,'130- 
133;' of gold and silver from ■ 1792-183-1, 
143; constitutional provisions relating.to, 

• 207, 208! . , , , . 

Coinage Act of 1792; copper cent under, 38; 
Hamilton’s reimrt basis of,. 133; pro-i 


visions of, 13S-M0; unprecedented nature 
of, 140-142 . 

Coinage Act of 1834, 1-15, 140 
Coinage Act of 1837, 145 
Coinage Act of 1853, 148-161; compared. to 
English Act of 1810, 154; and Latin 
Union, 157 

Coinage Act of 1873, 150-152 . . . 

Coinage Act (England) of 1810, 153 
Collecting, and clearing checks. 255-2C0 
Collections, and clearings in domestic ei- 
chimgo, 293-295. See Clearing and Clear- 
ing house 

Colonial banking, 370 
Colonics, monetary confusion in, 128-130; 
coins used in, 130; credit money of, 201 t 
204 

Commercial banks, essential functions of, 
225; organization, 225-227; nature of, 
225-251; main purpose, 227-229; sources 
of income. 245; reservo ratio, 240-249; 
expansion determined by expansion of 
whole system. 277; conclusions on limits 
of loan expansion, 279-280; and exchange, 
202, 203; old method of clearings and 
collections in domestic exchange, 293-295; 
and mvc.stmont banking, 358, 359; and 
the stock exchange, 30-1-360: and defla- 
tion of business and stock market (1929- 
1933), 033-037; and investment banking 
separated, 70-1-708 

Commercial bills, and bankers’ bills in 
foreign exchange, 319-321; foreign ex- 
change rates on, 3-10, 3-17 
Commercial draft, os form of domestic ex- 
change, 290-292 

Commercial paper, 10. 359; rediscounting 
of under National Banking System, 431, 
432 

Commercial-paper houses, 359-301 
Commercial time draft, 300-308 
Commodities, price of, and stability of 
value, -13; gold and silver as, SO; used as 
money, 74, 75; value of, SO, 81; change 
in price and change in value, 81, 82; 
value of gold in relation to other, 82, 83; 
general price level of, 85, 86; specula-; 
tionin, 114, 115 

Commodity dollar, 739 •' . . . ■ 

Commodity prices, in depression, 3; and 
real estate prices, relation between, 685; 
declining and inflation, SSG, 587 , , . . , , 
Communism, money under, 24, 32-M; and 
democratJo system, 33 - 
Compensated dollar, 739 . ' 

Compensatory notion, under bimetallism, 
63-66; and bimetallism in, France, 155; 
applied^ to situation in 1897, 181 
Competition, and value .of product, lOS; 

, throttling of (1923-1929). 590- 
Comptroller of Currency, provision for. 
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417. as mambcr ot Federal Reserve 

CoSnef of Governors, of reserve boats. 

Corumers. aad ebaages in pr^ea. 44. 45. 
buyiag raovemeat araoBg. 9n'i-207 

38 

Copper coins, of coloaists. 138 
Copper laarket. aad crisis of 1907. 415 

Copper money of 7“^ of securities. 

Corporate 6Q0. 591 

Correctives of oq6_299 

a'SS iffix”. NaSU 

eSa S' p“d!i“'ol*«*4 

r,«if 5 

prices. 120; and prices, atatisuca 
(1923-1929), 693 _ 

Couaterfeiting, and coinage, 4.., • 

by colonists, 137 

Country banka, 295, -lOS mmntity 

Credit, and quantity of of 

of and volume of trade. 99; letters ot. 
308-311. -Sea also Bank cre^t 
Credit-Anstalt of Vienna. difficulUes oi 
in 1931, 666, 667 

Credit banks, federal >«tlormediato. 3/4. 

Credit control, through °P“^-™?fuyj.„gerve 

tiona of reserve banks, 524— 526. y 

hanks, Umitationa on, ^36-528 
Credit crisis, international, of_ 19 ” _ J 

665-690; in Austria, 666. 067: “ j /' 

667-069; in En^and, 669, 670; m U- •> 
670, 671 . f , „ji3. 

Credit instruments, pernussibio tor 
count by reserve banks, Oil , , 

Credit money, definition of, 14; . .qc 
qualities of, 48; reasons for r 

186; in Utopia. 185-200; Prof “ g“ 
considered iuternatioiiaUy, IJ** , 
usual reasons for issuing, 109, * , 

the U.S., 201-224; of colomes, 201 2U4, 
and fixed incomes, 203; of I’^ar oi ^ 
207-210; of Civil War, 210-213, w 
demand of national banka for caan, > 
437. See also Paper money 
Creditors, effect of instability of mo y 
,on, 40; and falling prices, 123, 124, an 
rising prices, 124, 125 


Credits, international, 333-335 

“Crime of ’73,” 151, 152 nrnduo- 

Crisis. produced 1893, 

^2%^ of 1907! 4^4-448: of 1920-1921 
»^7'^'584* causes of prompt 
analysis , 1931-1932, interna- 

Depression 

Cunliffe Committee, °^^Xnies, 136; 

Currency. ^“^.“*7,834) ^46; cost ot dis- 
‘^®5"T®3^385fpre'n^^. in .crisis of 
1893?444; three 

internationaU^abiUz^ajon 

'^“^irfurreney notes, issued by Bank of 
England, 643 ^ in 

Customs receipts, money 
OO’s, 174 


uu o» - 

Davis, A. M.. Onoin of the NoXiorud Banhino 
DfwrdoStet. ^d German stabiUsa- 

SSa. 633. 
Det;S“c|ctofimW -ne^“’ 

Scot S mTariitude toward creditors. 

Deto. 333^5TSd 

colonies, 78, m ^ banks, 454; of 

attitude external (1925). 

Detei.ed payment, st^dard of.^25 

of statistics (1920-iy“-h ggi- ^ 

1921 and reserve bimW, ° ’20_i921). 

B™oulation and (1929-1933), 

SsS: and depr^gi^ 627- 
621-640; of BeouritiM divestments 

629; of 6ank lo statistics of (1929- 

(1929-1933). 629-633, ste „( 

land (1914-1930). 647 ^ gilver. 

Demand, and B^PP^- ^“dig prices are 
changes m, 62. wne 
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checked. 111: for foreign exchange, 312,! 

329; decreases in (1929-1933), 02G, 627 

Demand deposits, 210, 241 

“Demand notes,” 416 

Democracy under communism, 33; inflation- 
ist element in, 200 

Demonetization, of silver, and decline in 
value, 53; os cause of falling price level 
(1873-1890), 183, 184 

Denmark, adoption of gold standard, 158 

Depository banks, call loans made on re- 
doposited reserves, 133; scramble for 
reserves, 435; and deposit of Treasury 
funds, 436 

Deposits, bank, velocity of turnover, 02; 
acceptance of by commercial banks, 225; 
interest on, 228; as an item in bank 
accounting, 230; subject to check, loans 
in form of, 235-238; time and demand, 

2‘10, 241; and checks drawn, relation 
between, 242; demand and bank solvency, 
241; in relation to capital and surplus, 
244, 215; and cosh demands, relation 
between, 246; subject to check, and 
limits of loan expansion, 253, 254; loan 
expansion with, 205-208; and prices, 268, 
269; loan created, uncciuol expansion of, 
275-278; loons and simultaneous expan- 
sion of, 277; loan-created, advantages of 
loan-expansion through, 280-283; govern- 
ment, transfers of in 1830's, 402-405; 
subject to check, and cash reserves 
under National Bankmg Act, 429; re- 
duction of in Panic of 1873, 440; and 
cash reserves, 538, 539; ratio of cash in 
circulation under Federal Reserve System, 
547-550; of all banks of U.S. (1914r-1917)’ 
557; turnover of (1923-1932), 032 
Deposits. See Bank deposits 
Depreciation, and rising prices, 111; and 
falling prices, 120; of credit money in 
colonies, 201-204; fact of demed by Con- 
gress, 205-207; of greenbacks, 222- and 
foreign trade, 343-345, 787, 788 ’ 

Depression, from prosperity to (1929) 1-3- 
causes of, 3, 4; losses from monetary 
disturbances in, 23; bank reserves in 
100; desenption of initial stages lio’ 
120; following 1873, IGl, 1G7; ot’l996Ll 
1921, analysis in relation to reserve 
banka, 57MS4; causes of prompt r^ 
covery, 584; deflation and, 1929-1933 
621-640; prolonged by restricUon of 
put, 626. 627; temporary revival of 
1931, 665. 666; Hoover moratorium as 
means of fighting, 672. 673; National 
Credit Corporation as means of fighting 
673; Reconstruction Finance Cornora 
tion, 673, 674; Glass-Stcagall Bill of 193-> 
674-680; results achieved under Glas^ 
Steagall Act, 681-083; abortive revival j 


of 1932, 681, 685; federal reserve banks 
and crisis, 687-690; staflatics of recovery, 
758, 759. Sea aUo Crisis 
Detectors, bank-note, 408, 409 

Devaluation, of t-cTcirf 

nriccs 113; deflation following uvu 
War 223; of dollar. President s proclama- 
tion’ 726-729; following Joint RcmIu- 
tion’ of 1933. 731; oriticisma of ^bey, 
738, 739. 743, 744; and P^f- ^ S 
755-757- and international relations, (W, 
761) othica of, 761-703; in other countnc!, 

Dlwey, D.R.. 

204 n., 213 n., 385, 404 n., 

of steto bank r2‘fo^to™cste Go«mment 
on'tehinmng, nsi4-1817), 

from bank notes and lo ( ^ ^ 

385; Tho Secoiui Bank of IM 
Slates, 387 n. . -n -sjij 34 

Dictatorship, sigmficanco of m R 
Diminishing vendibility, 239 

Discount, and i^veatmen djatm^ - 
Discount houses, and bdl-broK 
land, 463, 464 j 

Discount operations, of foanra 

banks, 611-513 . 033. ^nd 

Discount rate, differences , '''505. uni- 
borrowing by menober ^ ^pera- 

formity of through PPP“' and 

tions, 627; and control Federal 

- j oQo O'?*;* for 

Discounts, loans “^’.*'^“7,“n2^i929), 601 
banks, chart show mg (19-5- 
Sce also Loans 

Disme, 139 . trust. 

Diversification, through mves 

Divisibility, as quality of money, 

60-53 _ . i,„„,elioldi 

Division of labor, in Bclf-sufHcmg 

29; geographical, 285 to in- 

Dollar, content of. 7; devalu 

crease prices, 113; effect of Vj^taon 
of in colonies, 129; proposed by „ 
as unit of value, 130-133; trade 
and American, 144; of our da ' jjue, 
favored by Hamilton as umt o* „ yiO, 
133, 134; recent devaluation 0 ' 

784. 785; flight from, 734. 735; comm 
or compensated, 739 t. ns for® 

Domostio exchange, 284-311; cheo ^ , jgg; 
of, 286; money orders as form 01. - 
bank draft, 289, 290; commercial 
290-292; and banka, 292, 293: ^“^3- 
and collections by tho old metn ’ 

295; charges for. 295. 296; round^^^ 
method of collection, 296~299t 
syatem of clearing and coUectioOi 
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01 ; inter-dialr»ot clcannB^ 30^2. 303 ; 

.legrapWo tnuvafo^ oj fuu^ 3 

xchmigo ^OQ. Umo draft and 

lO-l; rates of, •in(v-30S' bankor®’ ac- 
irct "raU; and Second Bank of 

U.S.. ass, 3b9 ^ 

jubfo eagle, 5, oO atockltolders, 

oublc liability, of ,,.q 

22S; not applied U) ““JP j on con- 
ouble standard, m Engla 
Uncut. 110 Plantagenot 

lonblo-tendor system, nnn 
kings, 1 11 . . . 

)uotiUty. “"^““^^^oods foUoivine War. 
Dumpmg, of Ofrinan fcuu 

650 ... f *i»(^noy4 

Durability, as quality ot nion y. 

65. 


WV. 

Eagle. 5: established by Coinage Act of 

1792, 13S under for foreign ac- 

Earroark. money held uniier 

count. 19 i.onka. disposition of, 

Earnings, of reson 0 • j,;nga 

500. See ‘dsoCorporatocmnb 

Easy-money poUcy. of 

Board (1927). COo ,34 

Economic disaster, causes . 03 - 

Economio organization, pro- 

Economic P'nnnins. A-BJt. 

Kconoinio Volicy , -qo i 

group and chain ’j„ boventics, 103 

Ei^omisU, checks, 209 ; and 

Economy of gold, and ban 

bank credit, -81, - ^ ^otc8, 2S2 
ElasUo currency, n'"! docUno in vrfuo, 

ElasUcity. of domand. U 535 . 

83; of federal reseno note ^ 

Federal Beservo Act. 6 U. O- 

“Endless cbmu," Wo-1' d as primary 
England, n^ of wi* ^ken 

money, 129, system 

coins, 137; soluUon of wm 

Plantagenot Coinage Act o 

;r.o'”S“S 2 » ?' 

oJ? 0 ).fsb. -sS KS:- 

accepting houses, » 


, „ gin. credit crisis in, 609. 670; 

ncceptanco, ol9, 1025, 730; process 

Gold Stmidard Act^of^l9-5.^^^.^P^g^^ 

^o't’^Gw'S temporary restoraUon of 

of war c° 92; confidence as 

EquaUon tecs in inflation, 686; 

factor m.216^^d^ri ^^^^^ currency 

applied to C _ .^Yarrcn’a price 

^h^ry! 7^10 SCO also QuanUty theory of 
money in money and bank- 

tion of, 9-, 0 ^ Quantity theory 
factor in, -19 4 u^tjon of exchange); d»- 
of money mid Equauwo ^ 

mestie. dom<«b^„f^ 287-289; 

of. ®°292 l^^charges for. 295. 296; 
and banks, 2 J-, ^,4. market rate of. 

rointratoorpM,? -^! ^28; 

317-319; aonootivM oti ^ 33(j_ 

irSoVS »o w “1 “• 

eS.?. “ 

»;«>»»> »' “ 

England, 190,466 ^^duction, 110; 

EipanBio'i. wd 650-658 

of bank ^i^ptanees. 520 

Exporters, imd bankers ^ ^ century. 

Exports, and ^porte g inflation 

171; of gold (f^Ximporta, oSeot on 

and price of, > 224; exoesa, and 

rate of u.S. (1923-1929) ■ 

l 90 ‘^ 9 Tr^a fmporta. in relation to 
prico level, 749 


Factory employment, chart ahowing (1923- 

FaSS-madep^Hebym^oney.31 

Falling pnccs. imd tev® business 

moment^, m 120.^^ <ted. 121. 122; 

man, 120 , 12 g creditota and; 

--ea of. 161. 

“Sid membership of Federal 
|^^roS.'°pS dedine (1929-1933). 

Fopor.^d federd land “^37W7^__. 

SmI: 579?677; toereasea in cost of 
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• production and cost of U\Tng (192.')- 1929), 
594; payments for restriction of output, 
75S. See also Agriculture 
-Federal .Vd%Tsory Council, 493, 49-1 
Federal Deposit Insurance Corp., 716, 777, 
778 

Federal Farm Loan Act of 1916, 371 
Federal Farm Loan Board, 371 
Federal Farm Mortgage Corporation, 373 
Federal Homo Loan Bank Act, GS3, 6Si, 769 
Federal intermediate credit banks, 374, 375 
Federal land banks, 371-374 
Federal Open-Market Committee, 72o, 775 
Federal Monetary Authority, 772 
Federal Reserve Act, influenced by foreign 
practice, -157; political background of 
478, -179; quotation regarding credit in- 
struments authorued for loans, 511. 
position of bankers’ acceptance under. 
51S, 519; provisions against bankers’ ac- 
ceptances, 520-523; as sound b.inking 
Btruoturo and policy, 535, 536; sources 
of inflation under, istl; reduction in re- 
quired reserves, 542-511; inflationary 
amendments to, 550-553; summary of 
effect of inflationary amendments, 553, 
534: and distinction betacon free gold 
and excess reserves, 67S-6S0. 

Federal reserve agent, 403, 495 

Federal teservo b-ank notes, 16, 607-509; 

and the Pittman Act, 500, 510 
Federal Reserve Bank of N'ew York, as! 
central bank of US,, -179; loan to Bank 
of England, 0-10 I 

Federal rcservo banks, gold teservo of, 7 n., 
19; inter-district clearing, 301, 302; gen- 
eral purpose of, -ISt-lSO; directors and 
stockholdera of, 4S0, 4S7; governora of, 
491, 405: sources of funds, 497-500; orig- 
inal provisions for note Uauo, 503-506; 
Btatistica (1917-1922), 560, 561; position 
of (1923-1929), 001-007; averago rates 
earned on bills and securities (1920-1929). 
003; bonk credit of (1929-1932), 058-510; 
and GIass.Sfe3g.all Bill, 076-680; re- 
serves of (11)23-1932), 078; and credit 
crisis, 087-690; purchase of government 
Becurities under Inflation Bill, 698; net] 
earnings to bo paid into surplus, 72.5; 
comp-irativo statemeata (1933 and 1931), 
765. Sea aleo RiTservo banks 
Federal Reserve Bo.ud. statement of Feb. 
T, 192V, 1; and tpeculitivo activities, 2; 
cstiraato of gold reserves (10.12), 66; 
description, 181), 481: i«ncrs and duths 
of. -LSI. -182; ai;d iJ,«vunling of paper 
from member banks, .513; and t-xpaaston 
of de;*dM, Immi, and invealmenU (1917- 
1920). .lOT; usoof nwrvo ieink credit as 
siabUiier of bii'in<«4 conditions. 60.j:ail- 
jastiacnl of rvae-wo balanos under Infla-I 


tion Bill, 699; recommended changes in 
rcocrvo requirements, 766; increase in 
powers of under Banking .lot of 1935, 
772-775 

Federal reserve districts, .182—181 
Federtd rcservo notes, security for, 7 n.; de- 
scription of, 16; in circulation, 20: issue 
of. 503-506: reduction in collateral re- 
quired in issue, 551, 552: increase in 
(1917-1920), 502-565; amount outaUnd- 
fng, 1929, and reserve ratio, 616 
Federal Rcaorvo System, and new system 
of clearing and collecting, 299-301; and 
savings in exchange charges, 304; os 
engine of inflation, 431; and elasticity of 
credit, -162; structure of, .178—196: brief 
description of, 479, 480; state banks and 
trust companies as members, 4SS-191; 
favored position of state banks, 491—193; 
analysis of functions, 497-531; teservo 
ratios of bulks in, -198, 499; trado accept- 
ance imder, 516-518; Tcstriction.i on use 
of bankers’ acceptances, 520-5’23: clear- 
ing-house functions of, 529, 530; handling 
of goicrunicnt fmids, 532-531; summary 
of functions, 495, 400, 531; as a failure. 
535, 536; reserve requiremonts before 
1931,515; cidcuhiting maximum expan- 
sion of credit, 817-550; reopening of 
bulks, 595; and membership in Federal 
DojKisit Insuranco Corporation, 723; and 
group banking, 710; membership of sUle 
bulks under IlauUng Act of 1033, 710; 
and P,D.LC., 710, 717; eligibility of .Mor- 
ris Plan banks. 725; and Warren's price 
theory, 7 17; further rcraodclingol, 771, 772 
Federal ^'curities Act of 1033, 358 
Fiat money, 15 

Fictitious reserves, under National Banking 
Act, -129. 130 
Fifty-cent dollar, 179-181 
Financo bills, 332 
I^Inancial conditions, in 1929, 1-3 
Financial institutions, ula.s.-ea of, 318-375 
First Bank of the U.S., 376-395; csUbliah- 
ment of, 377-380; in otieration. 3,'4)-383; 
destruction of, 383; disordered currency 
following destruction of, 383-385: -s-s 
coiitrnl ban!:, 453; and govormnent fund. 1 , 
53*2, .53,3 

First Nulional Bank of New York City, 
^organixatioa of security atliliate, 705. "Oil 
lusher, I., qu-uiiity theory of money, 92; 

_ commodity dolbr, 739 
Fixed incomes, and issues of credit money, 
203 

Fixed iuieitment triut, .'hi? 
Flctcher-ILiybiirn Bill, 361 
“Fhghtfrom the doU:ir.” 731. 735 
Fctciga account, money c-aruiatkcd for, 
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FarcfiOi cjjsitul lAJtjt*. anil <?xn-!>s exix/rta in 
_ U.&', MO, .VJ7 

Fori-Siji) c<?ii!3, cirmilainjii i}[ in l?.K , 1 1 J 
TowUn cithaii,;?. ssflUl tur» vis^-d iti. 7; ami 
Uiu K'lS'i *Uiul.irJ, 71. 7J: liimumj am! 
01 J: uait rate or j.it of uxchmm', 
U .‘i. Hiarav!, mirkut 

raitf, .117 -.110; (HonuunUl lull)} .uni 
UiaUra’ I-iaUri, >id 

mitHkim.}, .U'); iludiiatio!.* of r.vto 
lA)t«w n K'il I i.'iini •. .101 .lO-'i; eorrorllvt ), 
3’03-^^i■0^; c./iDiiUiniiii,: fur ton in, ll'Ov-fUO; 
arl)itr»i;i?, CKld.^-U, I'tt. riuitioiill ctvJild 
ami ;i.U-.}l>. ilidintutii itj flis- 

coutilratc and truu/i r of .UO, .'1.1.1. 
r.i}i)a!} 3!iJ X) of jioxir of 

t)ai'I!UIlt, ..I.'* i-il, .Dili Jnltcll Ollllit-JHitVlir 
.{.!7~.}i<l, ..xtiii' .oil! hmitationa 
of f infiiy co.ii, jit, ;iii). 

31 1 : r> U tvn^ II iloiii. ,tir jirisa r ami 
r.iUji of. .ill-.lll; <!i i n 1 1 il‘ .1 turroiuy 
and foo icn tnok*, . 5 1 1 ^ 5 1 .,. r iti h t ii w,;l>t 
biUf iiml ollnr foniti of ni!>a)i.;c, fllii 
and Koid ti-a r\o of H ml, of 1 i5,;!Ami, lol 
Ifid; and "I’.iitlit fnmi iKo OoiKr." 731 
idd; aaluo of dollar, and ronltol of iiriii i 
llifou^l drll.illoii. 7iW»7.77; 7.S7—7hl} 
Funieu iuMatora, and uofd olimdird in 
^ 1VJ<). 170 

Foniiju t.al<ur, cinidtiji'd liy Ulojn.tu }:mi.rii- 
numl, lao 

Foto!,;u lo.aiia, cflc<tiii nUMiii; o!f ioIIhim-. 
^507 

Forxt^u trvti'. aidttmnal limiuy U'*^'<1 i.i. 
19d; and inllilnm, lyi-iu.): and d.'iirv- 
ciatotl (.iirrinr}', 11 11-3 1, 1; and mason d 
di-nn»«d» for Ill; luinl.rri’ act.c|»t- 

aaci* luuj. .',0: Kid iltjincMkHl dol- 
^ lar. 7a7-7.aU. :><.< uImi I'ouijcn i xiiuiii,ni 
Fraction-d not, <, lamed duriiij; Civil War, 
2ly 

Franr. dpijrit'iali'm <if .and iidl.itiuu m 
i-rtwtri.'. (j-la; et.d)dif ition of, ol'J, OoO; 
dovnluation of, all, iw.’ 

Fratito, caiHTUm lit with Liinecdluut, 151- 
150; Hank of. in-a ioO; nnanum on koU. 
■109, 170; itn it 1, Kikii of, 170. I71;)imidl 
b-uiks of. 171; inliafioii nnd dri>rv'ciatJon 
of franc. OW; n)ilor.iti*m of uoId iUiidurd, 
fklO, monutary law of Juno ’33, 1U3S, 
C50, 0,71, 7,10, duv, dilation of franc, 0,71, 
052: »umm.arj' of war iidlatJon in, COl-Cti I 
Ftco baiikiiiK. in .N'mv York, 399, •100; in 
tho West, 100. HU 

Freo coinaKo, of K«td, 7, S; imil bimetallism, 
00; tatablislied by CoiimKo A< t of 1793, 
139, 110; of silver, and marketpricoof, 10; 
of silver, toriiiiiiation of (lb7J), 132; 
Buapenik'd in Ijigland, 103; suspension 
of by JLilin Union, 13S; Carliato advo- 
ciiUi of, 173 


I reo gold, and oxewa rcacrTcs, 078-CSO 
Free silver, b-ickground of movement in 
U.d , lOy-lOl; and umintity theory of 
inom<y, 179, IbO 

iVeiKi) Coimigo laiw of lb03, mint ratio 
under, 1 12 

Funds, avail iblu, and limit of loans, 252; 
U'hgrapluo transfer of, 303, 303; Uimsfor 
of and dilTerenees m discount rate, 332, 
.U3; of reserve banks. oouru'S, 197-500; 
rcstnvUoiH on use, 500-503 

I'.all ilin. .V.. and oio. ration of First Diuik of 
llie U S , 3b I 

Germany. Ims of Ib7l and lb73, 1.7S; 
iinuici.d cn.113 of 1931, 331; banking 
B>»nm of, 173—170: inllation during 
I World War, 052-051; exebango vidua of 
I m.irk dur.iig and after World War, 05-1- 
077: post-ve.ir diiReultits of, 057-059; 
[irthuiniaiy atibdis ition of mark, 059, 
i (sj; further stabilixaiiou measures in, 
OiiO, 001; simmiary of war iiilkition in, 
Wil-Ool: cndit crisii in. Cor-WiU 
"Giro" ■i>sti m. m Gtrimuiy, 175. 170 
Glevi, C.. BiKmwtednp of IVdcrid Ilescrvo 
.\ci, 17b, It'D of rcitrio b.mk credit for 
iijaiuketivi' activities, 700, 70t 
GLw.bte.igail lidi of t9.i2, analysis of, 
o7 i-obO; results acliiovcd under, Obl-ObJ; 
of 19 U. 700. 771, 772 
Gluts, remedies for, 33 
tIofiJ, diavriptiou of as money, 5-7; free 
cuinagu of. 7, b: froa inturcluugeabihty 
of, 9: and legd-tendet power, 9; in 
federal rewrve banks, 19; representatives 
of .IS lue-eiium eit cich.iuge, 2S; develop- 
ine-nt iLi modi urn of exe lunge, 37 ; qualtties 
of, 19, 50; lluctiutiaiis m supply of, 50; 
st.ibilit>’ of over sliort pe'riods, 50-52; 
annual production of, 51;clItctof increaso 
of pajier money on, 53; outflow of und 
lul.uiio of triida, 52: instability from 
geivirmnont Jiolicy, 53-51; annual pto- 
eiuction of in telaUou to v.duo, 5t: in- 
stability ove-r long pcnoels, 51, 55; why 
not uscsl cxcliisiveli' ns money, 55-58; 
loss in weight through Uik), 57; under 
btmcUUwm. 00; ehnnges lu supply and 
deiu.uid, 03; eomiKtisatory action under 
bimetalhsm, 03-03; and silver, stability 
under iiiteru.itional bimetallism, 07-09; 
annual production of, compared with 
silver, 09; and silver, choosing between, 
71-71; tr.inspoctatioii and exchange rate, 

73; and silver, dramuig ot from colonies, 

7ii; v.duo 111 relation to quantity, SO; 
ctiiinges ill supply imd value of, 82-8-1; 
and rising prices,. 103; changes in produc- 
tion of and prico-leveJ, 10-1, 105; imports 
of, and favorable balance of trade, 101 m; 
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production of and rising prices, 112: 
and silver, concurrent circulation of in 
colonies, 135-138; mado standard money 
by Coinage Act of 1792, 140; driven out 
of circulation under bimetallism, 1-12, 143; 
quantity coined between 1792 and 1834, 
143; coinage of from 1821-1850, 147; pre- 
mium on during Civil War, 160; amountof 
and demands for redemption of paper, 107 ; 
obligation of government in 1890 to pay in, 
169-172; and legal lender outstanding 
in 1893, 173; exports of (1889-1896), 174; 
increase in supply (1890-1900), 181, 182; 
in Utopian monetary system, 188, 189; 
import of always desired, 198; economy 
in use of, 198, 199; economy of, and bank 
checks, 269; economy of, and bank credit, 
281, 282; effect on prices of export of, 
320, 327; export of with over-issue of 
paper money, 335; embargo on, and rate 
of exchange, 342; imports under decen- 
tralized banking system, 430; imports of 
and currency premium in crisis of 1893, 4-11; 
imports of in 1907 crisis, 448; purchase 
of by Bank of England, 464, 405; Bank 
of Franco and premium on, 409, 470; ex- 
ports of by Bank of Franco, 470; control 
of imports and exports by Iteichsbank, 
474; export of resulting from expansion 
of reserve bank credit, 502, 503; imports 
and exports, reserve bank control over, 
528, 629; imports of (1910-1917), 556; 
corralled by reserve banks (1917-1922), 
560-502; concentration in Bank of Eng- 
land, 642; reduction of reserve stock pre- 
ceding banking holiday, 691; President 
Koosevelt’s order forbidding hoarding of, 
696; foreign run on during credit crisis, 
671; free, and excess reserves, 678-080; 
demand for during 1933 credit crisis, 690; 
now mint price of, 728, 729; establishing 
government market for, 736-738; world 
supply and Warren's theory of prices, 
7-1-1-746; commodity theory of value 
of, 740; changes in ownership of world 
monetary stocks, 748; proposals for econ- 
omizing, 748; international action to raise 
prices by economizing, 748-750; 1934 
imports of , 761 ; national policy (1933-34) , 
784, 785. See also Money 
Gold bullion, amount of, 19 
Gold bullion standard, 640, 729-733 
Gold certificates, security for, 7 n.; nature 
of, 11; as representative money, 14; held 
by federal reserve banks, 19; circulation 
of, 20; advantages in use of, 57 
Gold clause, in contracts, nullification of, 697 
Gold coins, amount of, 19; inconvenience 
of small and large, 56 

Gold content, of units of value, reductions 
in, 313, 314, 787-789 


Cold Discount Bank, in Germany, 659, 683, 
009 ' 

Gold dollar, standard of value, 7; omission 
of by Coinage Act of 1792, 140; weight 
under Inflation Bill, 608 
Gold exchange standard, 730 
Gold export point, and gold import point, 
fluctuations between, 321-325; and cor- 
rectives of exchange, 320 
Gold import point, and gold export point, 
fluctuations between, 321-325 
Gold payment, problem of maintaining in 
late 10th century, 109-172; suspension of, 
335-337 

Gold redemption fund, of reserve banks, 504 
Gold Reserve Act of 1934, 301, 302, 541, 
545, 726-728, 731, 732, 741, 742, 750-755, 
700, 785, 780 

Gold reserve requirement, of reserve banks, 
notes issued in excess of, 505, 500 
Gold reserves, iniportanco of, 28; world, 
1932, 51; Federal Reserve Board estimate 
(1932), 60; and panic of 1893, 173-175; 
status in 1893, 175; for redemption of 
greenbacks, 182 

Gold Settlement Fund, 299; and Gold 
Reserve Act of 1934, 301 
Gold standard, international, restoration 
of, 1; abandonment by U S., 3; advan- 
tages over silver standard, 73; and rising 
prices, 103, 101; favored by Hamilton, 134; 
Senator Benton's argument for, 145; Eng- 
land’s adoption of, 153, 151; adoption by 
Norway, Sweden, and Denmark, and 
Holland, 158; adoption of by Europe and 
the East, 158, 159; and foreign invest- 
ments in 1890, 170; saved by bond issues 
(1894-1895), 176, 177; abandonment of by 
England, 041, 642; temporary restoration 
in England (1925), 615-648; restoration 
of in France, 650, 651; suspension in 
England (1931), 070; suspension in Nor- 
way and Sweden, 670; U.S. abandon- 
ment of, 690, 697; nature of now, 729-733; 
demand for return to, 738, 739; and recent 
monetary ills, 708; the future of, 789- 
791 

Gold-standard Act'of 1900, lSl-183 
Gold Standard Act of England, 045 
Government bonds, sale of during Civil 
AVar, 213; convertibility of greenbacks into, 
213-215; purchase by reserve banks, 526; 
to finance World War, 571, 572; increase 
in bank investment in (1929-1932), 630; 
holdings of reserve thanks, 192^1932, 
681; in 1935, 783, 784 

Government deposits, transfers of in 1S30 ’b, 
402-405 

Government funds, and reserve banks, 532- 
534 

Government money, classification of, 13-15 
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Government paper 

Grant. TJ. S., In "i bimotalliam, 60 ; 

"*t^eTb^CoL“oActoim2.m 

140 -Q f)Ol 

Greenback party, ^ i^gal tender 

Grccnbacka, nature of 1-. 

and standard „„iue 28;circu- 

162; increase mrccom ^culation, 

163; redemption of. 166. m 
1878-1S90. 168; direct rcdemp ^ 

Ud. 169; gold reserve for ^^cmp^^ 

182; as eredit money t 

213; deteUs of and quantity 

version feature of. -13 1 civil 

theory of ^Urement of. 220; 

War. 21^221-. parti|d r^tire^^^^^ 

ZuSS .ivWo. te U... 

Inaation Bill, 698 

Gresham’s Law, y 40; and private 

abihty of and market ratios, 

coinage. 42; and . ^^3 130; appb- 

61, 62; operation «! J;® 153; and 

cation of, 147; and notes 

credit money in colomcs. -U-, an 
of Boston banks. 410 

-Grossbanken.” 475 ^ of 1933, 

Group bankmg, under Banking 

708-710 under Banking 

Guaranty, of bank deposits under 

Act of 1933, 399. 71o-7— 


d.p«iu ..d 

U.S. dmmg credit crisis^ 

bank ^o'lda.ys, Roosevelt’s 

^^^forbWdlng. 696; and bank deposit 

HotndTdop|n of 

f\,-,mnra} T^an Corporation, 370, 


Home-Owners; ;Uan Ao^ 371 

66 . „ „_j credit crisis in 

pression, 672, 673 


HaU-cent, established by Coinage Act of 
1792, 139 
Half-disme, 139 
Half-eagle, 5, 139 .„v.iiahment of a 

Hamilton. A., report on bi- 

mint, 133, 134; refons for pre^ere 
metallism, 134, 135, nn , 136; 

136; recognition of ^res ^ central 

report on national bank, 37 / , an 
bank, 453 „ a^t oQ. 30 

Handicraft system, money u -„. ’^^.AUiBon 

Hayes, President, veto of 

HeWe^alL.C.,Aaiion^andSia(eHanfcs, 

396 n., 400 n., 401 n., 413 n. 

Hepburn, A. B., ^52 105 n., 

renew. 140, 143, 145 n. 

208 n.. 380 n.. 384 «•. 409. m. 

Hitler Party, and credit crisia in. 

667 ^ - OR. n( cold in 

Hoarding, as a store of value, - . gg 

1890, 170; money order as me^B of. 
and Postal Savings System, 35-, oi 


Ideal money, 37, 38 

Srt S’S 

im^'rters. and bankers’ aeceptances. 519. 

Jporta. and erporte ® 

^r’oi?fl9l’'6-Wl’)’ 656; in relation to 
price level. 749 , .43^ gg; of banks. 

Income, and reserve 

sources of. S^o^.'^t^bution of m U.S., 
banks, ^ • 

IncoLortiblecmrency, criticism o. 

JonlStiWrp'^^ 

st»d 3 .o^™iS',:Sd ■ 

I “sSraSt”'"*’"" 

ratablishment of free banking m, 
^4M; Bank of. 412^41^ depression. 

Industry, Bo'^'or^ volu^ of, 

production and met National 

Inelastic 436, 437 

Banlnng Syateiu, 

Interior money. of. 74,^^^ . 

Inaation, POP^ , bv Hamilton, 138, « 

teken money feared by 171 nnd 

bonk deposi^^ ‘^366: 

Sfi's^o'.. «;:ts »d 0» 

serve System. 431. cen 
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doaire for, 455; and English banking 
system, 462, 463; and Bank of France, 

‘ 472; rcservo bank’s power of, 601; and 
gold reserve requirement of reserve banks, 
506; fear of from bankers' acceptances, 
521; setting stage for, 535-564; limited 
under National Banking System, 536- 
540; sources of under Federal Rcaervo 
Act, 541; under Federal Reserve System 
and concentration of reserves, 550; and 
reduction in collateral required in note 
(issue, 551, 552; and direct loans to mem- 
ber banks, 552, 653; effects of inflationary 
amendments summarized, 553, 654; first 
period of (1914-1920), 555-584; of 1914- 
1917, and reserve banks, 558-560; of re- 
serve bank credit, limit of reached in 
1920, 566, 566; 1917-1920, justification 
and results, 571-575; second period of 
(1923-1929), 685-620; common imdcr- 
standmg of, 585, 586; vdth declining com- 
modity prices, 586, 587 ; second period of, 
1923 as base year, 587 ; summary of second 
period of, 619, 620; process of in England, 
611-643; in Franco and depreciation of 
franc, 648; in Germany dining World 
War, 852-654; in England, France, and 
Germany during war, summary of, 661- 
664; fear of folloiving Joint Resolution of 
1933, 734; without devaluation, 749; 
possibilities of in new monetary pohoy, 
763-768 

Inflation Bill, of U. S. Grant, 220; of 1933, 
545, 607-700; provisions of, 733, 734; and 
expansion of greenback currency, 764; 
silver coinage under authority of, 766 
Inflationist, Hamilton considered as, 135, 
136; of the seventies, 102, 163; position 
strengthened by panic of 1884, 171, 172; 
in Utopia, 190-193, in a democracy, 200; 
and retirement of greenbacks, 220 
Insiders, in stock excliange speculation, 116 
Installment plan, effect in staving off col- 
lapse, 596, 597 

Insurance, and rise in prices. 111; of bank 
deposits, temporary plan, 715-724; under 
Bonking Act of 1935, 777-780 
Insurance companies, life, 368, 369 
Interchangeability, of gold, 9; and mainten- 
' anco'of value, 27 
Inter-district clearing, 301, 302 
Interest, on deposits, 228, 724, 726 
Interest rates, and falling prices, 120; dur- 
ing Civil War, 212; in different fin^cial 
centers, 332, 333. See also Money rates 
Interlocking directorates, and Banking Act 
of 1933, 708 

International bimetallism, feasibility of, 65- 
67; argument in favor of, 67-69; con- 
clusions as to desirability, 71 
International clearing-house, 294 


International credits and debts, 333-335 i 
International gold standard, restoration of, 1 
International gold bullion standard, 729 
International payments, 281, 285; Ger- 
many's problem in making, 058 
International relations, devaluation and, 
760, 761 

Interregional payments, 284, 285 
Intcrregioiiill trade, nature of, 285 
Investment banking, 355-358; and com- 
mercial banking, 358, 359, 704-708 
Investment trusts, 366-368 
Investments, and bank deposits, 95; and 
quantity of money, 99; and speculation, 
distinction between, 122; and loans of 
banka distinguished, 238; loans and, result 
of increasing, 248; bank, expansion of, 273; 
of all banks of U.S. (1914-1917), 567; 
expansion of (1917-1920), 566-570; bank 
loans and, potential and actual expansion 
(1917-1920), 570, 671; ultimate valuation 
of, 588; bank loons and (1923-1929), 616- 
618; deflation of (1929-1933), 629-633. 
See also Loans 
Iron money, of Greeks, 75 

Jackson, A., antagonism to Second Bank of 
U.S., 394, 395; and destruction of Second 
Bank of U.S„ 402; and end of land specu- 
lation, 404; and anti-bank sentiment, 413 
Jefferson, T., notes on coinage and the mint, 
130-133; suspension of coinage of silver 
dollar, 144; opposition to First Bank of 
the U.S., 380 

Jevons, W. S., qualities of good money, 35, 
36; Money and the Mechanism of Ex- 
change, 35 n., 57 n., 141, 141 n.; “dura- 
bility" for “indestructibility," 38; loss in 
weight of English sovereign, 57 
Joint Resolution, of June 5, 1933, 734 
Joint-stock banlm, English, 462, 463; as ac- 
cepting houses, 467; of Germany, 474, 
475; reduction in number (1925), 646 
Joint-stock land banks, 374 
Jones, William, first president of Second 
Bank of U.S., 387 

Keynes, J. M., Treatise on Money, 74 n.; 
“cash-balanoei; approach to quantity 
theory, 105 n, 

Knickerbocker Trust Company, run on in 
1907 crisis, 446 
Koenigliche Bank, 472 

Labor, failure of wages to keep pace Jfith 
cost of living, 119; geographical division 
of, 285 !. 

Labor-saving devices, in industry and agri" 
culture (1923-1929), 593, 594 
Land, speculation in 1830's, 402 
Latin Umon, 157, 158 
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LaugWin, J. L., coinage of gold, 143; History 
of Biviclallism in the United Slates, 143 n„ 
146 n., 154 n. ; French importation of gold, 
15G 

Legol^ tender, and standard money, 8, 9; 
silver dollar as, 0; subsidiary silver corns 
as, 10 ; greenbacks os, 13 ; agricultural com- 
modities as, 75; limitation of for silver 
coins, 149; outstanding in 1893, 173; re- 
demption of in 1893, 176; and the “endless 
chain," 175-177; of credit money in colo- 
nics, 202, 203; bills of credit prohibited in 
colonies by Parliament, 203; greenbacks 
given power of, 210; amount of in 1864, 
219 

Legal-tender power, conferred by Coinage 
Act of 1792, 140; given foreign coins in 
early period of U.S., 142 
Letters of credit, 308-311 
Liabilities, of bank, 229; deposits ns, 231; 

analysis of in bank statement, 241, 242 
Life insurance companies, 368, 369 
Light-weight coins, substitutions for full- 
weight coins, 39 

Liquidation, forced, under National Bank- 
ing System, 438, 439; of bank loans and in- 
vestments (1929-1933), 635 
Listing, of stocks, 303 
Loan bills, 201 

Loan expansion, two extreme points of view, 
252-255; hmits of, 252-283; with cash 
loans only, 200-265; with loan-created 
deposits, 205-268; by means of bank notes, 
269-272; unequal, of loan-created deposits, 
275, unequal, by means of note issue, 278, 
279; conclusions on limits of, 279-280; 
through loan-created deposits and notes, 
advantages of, 280-283; limits of, sum- 
mary of reasoning concerning, 537 
Loans, and bank deposits, 95; quantity of 
money, 99; long-term, and nso in prices, 
ill; for speculation, 115, 116; and in- 
creases iubankdeposits,llG; money raised 
by during Civil War, 221; short term, 
fimotion of commercial banks, 225; and 
discounts, 232-235; in form of deposits 
subject to check, 235-238; real estate, 238; 
and investments, 238; result of increasing 
total, 248; bank notes one means of ad- 
vancing, 250; cash, expansion only on 
basis of, 260-265; cash, effect of unequal 
expansion of, 273-276 ; and deposits, simul- 
taneous expansion of, 277 ; made by banks 
to brokers, 365; farm mortgage, 372, 373; of 
Second Bank of U.S., 388; contraction of 
m crisis of 1873, 441 ; contraction of in 
crisis of 1893, 444; to business houses pre- 
ceding crisis of 1907, 445; contraction of 
m 1907 crisis, 447 ; to member banks, re- [ 
strictions on, 490, 510-513; to member 
banks, and discount rate, 625; three 


forma of made by reserve banks to mem- 
ber banks, 544-546; direct, to member 
banks, 662, 653; and investments of all 
banks of U.S. (1914-1917), 657; deposits 
and investments, expansion of (1917- 
1920), 666-570; foreign, effect in staving off 
collapse, 597; for account of others, 618, 
619; amount of required to peg pound, 
644, 645; of member banks following 
Glass-Steagall Act, 681-683. See also 
Bank loans 
London balance, importance of maintaining, 
323 < 

Long, H., declaration of bank holiday, 686, 
687 

Louisiana Purchase Exposition $1 pieces of 
1902, 7 

Louisiana System, 411, 412 

Managed currency, 739-741 
Management investment trust, 367 
Margin, buying on, 116, 121, 365 ' 

Mark, exchange value of during and after 
World War, 651^657; preliminary stabili- 
zation of, 659, 660 
Market rate of exchange, 317-319 
Market ratio, definition of, 60; and Gresh- 
am’s Law, 61, 62; fluctuations in, 62; and 
compensatory action, 63, 64; under in- 
ternational bimetallism, 65-67; and fluc- 
tuations in exchange, 72; of barter cur- 
rency, 77; and mint ratio in colonies, 138 
Massachusetts, issue of public bills of credit 
and loan bills, 201; Bank of, 377; banking 
restriction of 1792, 396 
McCulloch, H., on Bank of Indiana, 413 
McFadden Act of 1927, and branch banking, 
714 

McFadden National Bank Bill, 492, 493 
Medium of exchange, description of, 24; and 
store of value, 26; and standard money, 26- 
28; bank cheeks as substitute, 27; as 
representatives of gold, 28; as standard of 
value, ’28; and primary money, 35; de- 
velopment of gold as, 37; durability and, 
39; divisibility and, 40; homogeneity and, 
41; and instability, 44, 45; qualities of 
good, 47, 48 

Member banks, ns afockholders of Federal 
Reserve Banks, 486; state banks and trust 
' companies, 488-491; total resources of, 
489; stock subscriptions to reserve banks, 
498; restrictions on loans to, 510-513; 
discount rate and loans to, 525; indebted- 
ness to reserve banks, 526; three forms of 
' reserve bank loans to, 544—546; effect of 
concentration of reserves in reserve banim, 
550; direct loans to, 552, 553; increase in 
, loans, investments and deposits (1914- 
1917), 557; expansion of reserves of (1917- 
1920), 562-565; and deflation of bank 
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credit (1920-1921) , 583; expanaioa of bank 
credit (1923-1929), 603; chart showing 
discounts for (1925-1929), 604; chart 
showing loans, investments, and deposits 
(1919-1930), 614; loans following Glass- 
• Steagall Act, 681-683; demands on re- 
serve banks during crisis, 688; failure to 
offer adequate security in 1933 crisis, 
689; reserve balances under Inflation 
Bill, 699; excess reserves of (1932-1934), 
744 

Merchant, compared to speculator, 121 
Merchant bankers, and accepting houses in 
England, 466, 467 

Michigan, free banking and circulating cash 
reserve, 401 

Middle tenor notes, 202 
Minor coins, profit from coinage of, 10 
Mint, Jefferson's notes on, 130-133; Hamil- 
ton’s report on establishment, 133, 134 
Mint charge, for coinage, 60 
Mint rate, of exchange, 312-314 
Mint ratio, under bimetallism, 60; and 
Gresham’s Law, 61, 62; constancy of, 62, 
63; and compensatory action, 63, 64; un- 
der international bimetallism, 65-67; pro- 
posed by Jefferson, 132; recommended by 
Hamilton, 133; and market ratio in colo- 
nies, 136; established by Coinage Act of 
1792, 139; under French Coinage Law of 
1803, 142; change in by laws of 1834 and 
1837, 142; revision of (1834, 1837), 145, 
146 

Mitchell, W. C., A History of the Greenbacks, 
216 

Monetary system, preliminary survey of, 
1—22 

Money, our various kinds of , 4, 5 ; circulation 
statement of IJ.S. (Feb. 28, 1929), 6; 
amount of various kinds of, 18-21; total 
stock of in Feb., 1929, 19; total amount of 
in 1914, 20; fimctions and qualit'es of, 
23—48; indispensable to capitalism, 30-32; 
and communism, 32-34; qualities and 
quantity of, 34, 35; ideal, 37, 38; choice of, 
49-79; use of inferior, 74, 75; quantity of 
and prices, 80-105; price level and changes 
in value, 88; quantity theory of stated 
and illustrated, 89-93; controversy con- 
cerning quantity theory, 93, 94 (see also 
Quantity theory of money) ; confused 
with wealth, 106, 192; supply of during 
seventies, 162; kinds of, 1878-1890, 167— 
169; and coinage, constitutional pro- 
visions relating to, 207, 208; and bankmg 
in Europe (1914-1930), 641-^64, See also 
Gold and Quantity theory 
Money in circulation, ratio to bank de- 
posits (1900-1913), 510; from 1917-1920, 
565; from 1917-1922, 567; 1920-1922, 
583; decline in (1923-1929), 612-016; in 


[ June, 1932, 632 ; during bank crisis of 1933, 
1 689 

I Money orders, as form of domestic exchange, 
287-289; express, 288; hoarding by means 
of, 288 

Money power, fear of, 453-456 * 

Money rates, in New York City (1924-1930), 
chart showing, 607; in New York City 
(1929-1932), 682 

Money supply, inelastic, under National 
Bankmg System, 436, 437 
Moratorium, to assist shaky banks, 686 
Morgan, J. P., and 1907 crisis, 446; and 
Company, loan to Bank of England, 646 
Morris Plan banka, eligibility for member- 
ship in Federal Reserve System, 725 
Morris, R., rating of colonial dollar, 130; 
proposal of minute unit of value, 132; 
First Bank of the U.S , 377 
Mortgages, loans on, 115, 121 
Mutilation of coins, 42 
Mutual savings banks, 348-351 

National Acceptance Council, and increased 
use of trade acceptances, 517 
National bank notes, security for, 7 ?>.; 
description of, 15; limitation of (1866), 161; 
in circulation, 1878-1890, 168; under Gold- 
standard Act of 1900, 182, 1^; expansion 
of following Resumption Act, 220, 221;. 
a uniform and safe currency, 420; value 
of privilege of issuing, 423—427; counted 
as cash reserve by state banka, 431; 
restrictiona on issue of, 431; and de- 
mand for cash reserves, 437; and 1907 
crisis, 448; federal reserve notes intended 
to displace, 507; provision for expansion 
of issue, 083, 684; retirement of, 769-771 
National Banking Act of 1863, passage of, 
415; of 1864, chief provisions of, 417-420; 
results of currency provisions of, 420, 421; 
and value of note-issuing privilege, 425; 
and expansion of bonk credit, 428-431 
National banking holiday, 691, 692; re- 
opening of banka, 693, 696 
National Banking System, 160, 413-448; 
benefits expected from, 415-417; chief 
provisions of National Banking Act of 
1864, 417-420; results of currency pro- 
visions of National Banking Act, 420, 421; 
national banks and market for bonds, 421; 
and state banks, 422, 423; value of note- 
issuing privilege, 423-427; defects, 427; 
a misnomer, 428; and expansion of bank 
credit, 428—131; and rediscounting of. 
commercial paper, 431, 432; seasonal de-' 
mand for cash, 433, 434; scramble for 
reserves, 434-436; inelastic money supply, 
436, 437; and forced liquidation, 438, 439; 
panic of 1873, 439-4-12; crisis of 1893, 442- 
444; crisis of 1907, 4-14-448; attacked for 
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preventing inflation. ^on of 

LnkerB- acceptancoB 51^. m 

flation limited ^^der. 63MiO, expan 

■sisSIjSf 

Btoti banka under Feder^Eo^^^o^49^ 

excess reserves Banking Act 

398; free banking in, 399, 40 
Now York Stock Exobange. 115. 363 
Nickel, content of, 10 
North America, Bank ' j jsg 
Nonvay, adoption of gold * 

Ohio, attempt to outlaw Second Bank of 
U.S., 393 . ^ ,,Ao 

Old tenor, and now tenor Banks. 

Open-market tl^ough, 624- 

510, 623. 524; creiht eo^trol 

526; limitations on, 5-6 5-o. g 

ovei imports and oxporU of goW, 

629; restriction of credit thr g 

traction in, 605, 606 outlaw 

Osburn, and Ohio’s attempt to out 

■ Second Bank of U.S., 3 J ^26. 

Output, restriction of 

Ovcmxpansion, duo to overoptimism, HO. 

' Overproduction, remedies for, 33 
Overvalued metal, 61 


Panama-Pacific International Exposition 

gold coins of 1916, 7 iciv 404. 

Pa^o of 1833-1834. 403. 404; of 1837. 404. 
405; of 1873, 161; of 1884. 171. 1^° 
1893, 173-175; and silver puiohM 
177; and foreign indebtedness^ 

Paper money, kinds of, 11. 1 • j^^eign 

convertible, 15; circulation 
countries, 18; desirable oua aupple- 
reaulta of mcreased issue of, o , 
meat gold coins. 57; to aupploment sUver. 
58;' disadvantages as standard. 
convertible, barter currency sup 


78. 79; increases in, 104; OTd 

1 12" issued by colonies, 130; of U. •> " 

amount of gold, 167, in ^ V -.ok 
government, reasons — /’irof 

"ilHst menacf of ^eo-eriible, 768; 
Pa^;;rS!aXsWonementof collapse. 
Pa^ir standard, purchi^ng-power parity of 
prcXtiotTihols. controversy con- 
ParoUxSo.'312-314; and premium on 

ilMsSifriSSS 

Peamon. Warren ^d price index. 218 
Peel Act of 1814, 45J _ under; 680 

Pi^^of ^br-^ 

pSi'cA-cashdi^ 

PoKbalanctog of budget. 649 
Populist Party, 17» money, 38, 49 

PortabiUty, M Quah y i during 

Postage stamps, usea as 

Civil War, 219 „gg 

Postal Savings System. 351-353 

Pound, PCSgioe, * .jepression, 3; re- 

Prices, commodity, 43-47: results of 

Bulta of “-8^44; effect of 

falling, 44: results of rmmg.^^. ^g. 

increase of pape ° ^ nal bimetal- 
BtabiUty of “jXey and, 80- 

lism, 67; 'lujinti y , jji value, 81, 
105; change m, percentage to 

82; and value of 6° dj^» ^P general 
express obangea 1^^^ investment, 

level of, 85, 8b, , entity of money, 

99; as determmaote o^du^ y 
102; rme m ^d 27; stable, 

money, 103! loV-109: profits in- 

speculator and/““J?|’ 123; creditors and 
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desirability of stability of, 127; stabiliza- 
tion by French bimetallic system, \ 156; 
fluctuation of in terms of greenbacks, 160; 
falling, causes of in seventies, 161; do- 
mestic, and world level (1890), 171; rising, 
and stimulation of production, 192; and 
quantity of money during Civil War, 218; 
eSect of greenbacks on, 222; bank deposits 
and, 268, 269; rising, caused by bank- 
credit expansion, 280, 281; and fluctua- 
tions in exchange, 325-328; rising, and 
export of gold, 335, 336; and purchasing- 
power parity of exchange, 337-339; do- 
mestic, and foreign exchange rates, 341— 
343; and sound banking system, 499; 
rising, and open-market operations of re- 
serve banks, 527; rise in (1914-1917), 658; 
rising, and War bonds, 572; and industrial 
production in U.S. (1917-1922), 573; de- 
dina in agriculturd (1920-1922), 677; 
in period of deflation, analysis of (1920- 
1021), 578, 579; of real estate and com- 
mothtica, relation between, 585; declining, 
and inflation, 686, 587; of stocks (1923- 
1929), 588-590; artificial maintenance of, 
692, 693; and costa, statistics of (1923- 
1929), 693; of farm products (1923-1929), 
695; deflation in (1929-1933), 624-626; 
movements of wholesale, chart showing 
four groups (1929-1933), 634; rise of in 
England (1914-1930), 643, 644; deflation 
of in England (1914-1930), 647; and com- 
pensated dollar, 739, 740; control of 
through expansion or contraction of bank 
credit, 740; Warren theory of, 744-746; 
raising level without devaluation, 747- 
750; devaluation and, 755-757. (Seaofsoj 
Commodity prices I 

Primary money, definition of, 13; qualities 
of good, 35-37 ; as a commodity, 36; effect 
of deterioration of, 39; durability of and 
- Gresham’s Law, 40; and increase in paper 
money, 52; under bimetallism, 62; and 
quantity theory, 104, 105 
"Pruning the pump,” 757-760 
Printing press, wealth not broadcast by, 193 
Production, under capitalism, 32; and con- 
sumption under communism, 33; of gold, 
annual, 51, 54; effect on price-level of 
changes in volume of, 104, 105; costs of, 
and business expansion, 110; at less than 
capacity, 110, 111; costa of, and perma- 
nent prosperity, 113; increase m preceding 
1873, 101: in seventies, figures on, 162; 
stimulated by rising prices, 192; en- 
couragement through bank credit, 281; 
industrial, and prices in U 3. (1917-1922), 
573; amount of expansion (1923-1929), 
591; increased efficiency in (1923-1929), 
690; statistics of (1923-1929), 592; in- 
dustrial, chart showing (1923r-1929), 616; 


decline iir(1029-1932), 021-623; and bank 
credit, deflation of compared, 631; manu- 
facturing, chart showing volume of (1919- 
1932), 635 

Profits, when, prices are stable, 107—109; a 
reward for risk, 109; increased by rising 
prices, 109-112 

“Progressive rate,’’ under Phelan Act, 680 

Promissory note, form of, 233; short-term, 
and bonds, 239; and trade acceptance, 
307; in pa 3 rment for bank stock, 384, 397; 
market for under National Banking Sys- 
tem, 432; as basis of reserve bank credit, 
614 

Prosperity, to depression (1929), 1-3; and 
rising prices, 112—114; and defeat of 
Bryan, 181, 182; artificial nature of (1923- 
1929), 591-596 

Public bills of credit, 201 i 

Public debt, reduction of, 1878-1890, 168 

Purchasing-power, loss of through rise in 
prices, 124, 125; undermining of (1923- 
1929), 694; of farmers (1923-1929), 595; 
increase of through unemployment relief, 
757, 768 

Purchasing-power parity, as basic level of 
exchange, 337-339; osculating rate of 
exchange, 339, 340; value and limitations 
of concept, 340, 341; of two paper- 
standard countries, 345; theory applied to 
German post-war inflation, 655 

Quantity theory of money, and inter- 
national bimetallism, 68; stated and il- 
lustrated, 89-93; controversy concerning, 
93, 94; and quantity of bank deposits, 
94-97; criticisms of, 99-103; contraction 
in amount of money, 101 ; prices as deter- 
minants of quantity of money, 102; case 
for summarized, 104, 105; control based 
on, 127 ; applied to situation in 1897, 179, 
180; applied in Utopia, 187, 189; and 
credit money in colonies, 202, 205; imd 
greenbacks, 213, 214, 21^218; and pui^ 
chasing-power parity of exchange, 339; 
and prices m inflation, 586; applied to 
period 1929-1933, 633; and commodity 
dollar, 739, 740; and Warren’s price 
theory, 747. See also Equation of ex- 
change 

Quarter-eagle, 6 

Railroadfl, in depression, 3; and changes 
in prices, 120, 121 

Ramsey, on depreciation of paper money, 
206 

Rato of exchange, domestic, 304-306; 
market, 317-319; fluctuation between 
gold points, 321-^25; for centers other 
than New York, 328; with many countries 
considered, 330, 331; with suspension of 
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i“ '■“““ 

.rricto” »» o«xs“s ?5 “; 

1893. 175; 


bank credit ol */. ■““■ 

Sec aUo Federal r“orvo banka 
llpatirvo city banks, 419, 4Jo 

of us" (1818). 389: of Bank of Engird, 
of U< • V ifLi— ififi* of creat banks of 

r °Me' 17^ of^Lichabank. 474: of banka 
^ rT^rvI system. 498. 499; downward 

_-^-i^-?rririnotberbanks. 


Uon‘;:ru^>ld. 737 as other banks. 

Recovery, statistics of. 758. 7 9 ^ Il7; fiotiUoua under 

RedempUon. of legal tenders m ioJ . 210; secondary, --ii. ^30. 

..r^dit money in colomca. -O- National Banking -A-ot. , 


RedempUon. of legal wu-- “ - 
of credit money in 

Rehation. to level of 19 - 0 , 70 j^^„g 

Reform, reconstruction and. m oama » 
system, 091-725 

^pstrar. «ccs3 notes. 

Reiclisbank. I"- War. 053; 

500; reserves during World 

government borrowm^ r /.gou ooO; 

War. 655; reorganization of (19-U. 

Tnd ’credit crisis jn Germany. 007-009 
Rentcnbank. establishment of. 069 
Rentenmark, issue of, 05 J 
Rents, and prices. 111. t-i' qoj. 

"^rn?: 067. ?f68;t'd Hoo'^er moratorium. 

Rop^rcsentotivo rnonoy, deOniUon of. 14. 

desirable qualities of. I 553 I 

Repudiation, of debts in *^“J®^’.197_500; 
Reserve banks, sources o ^atrioUons 

disposiUon o c“".;J^;riSnaUonin 

onuseof funds, 0OO-0O-. ggg. 

favor of short-term 503-500; 

original provuioM for noto^M^j^^^ 

restrictions on loans 623. 


^n.nnlca doDOSitCQ m oiner 

craw ° l^g’ ^.gtion of in 1907 crisis, 
crisis, 117, cqu obiections to re- 

117; of member banks, objec^.^^^ 

quircmonts f . banta. 498; 

reserve banta Banking System, 

required imder Nl ^ reducUon m by 
table of, 538, rtu 640 - 544 ; required 
Federal Boservo before 1934. 

by Federal ^ g{ as amendment 

615. 545: ,cc“cc“*"“*"^g“t 55^:^ aaUonal 

gf Federal ^serve Ac^^ 6 J.^ 

banka in 1914. 65o. 01 ,,g,7_4920), 562- 
increaso in note issu ( (1929-1932). 

505; of Federal rcser gyg-eSO; excess, 

678; excess, and free gold^O^ ^ 

of 0 ifrequireiients, 706; 


onusoot lunaa, UUV/-U..-. --- 6Uo; rr; Vianka fl932-iyo4;» <**^, *-' 

favor of short-term 603-^0: changes m requirements, 766; 

original provision for n ^ f 1935), 782-784 

restrictions on loans 1" ““^03. 623. „ item in bank accounting. 230. 

610-513; open-market^op^ gpon-nmibct ^orvo Banks and districts. 

624; credit ®° " . 500. indobtedncM o ahowing, 483 

ernmont scenrities 52^ over Rcf^f 

credit control by. 92^o-S. on 19'?"1®' jg 232. 233 

imports and exports of go . ggglbssj and t 1932 abortive, 684, 685 , 

“r collection controvo«y._ o30-^g^ of Ko^v^^°“^ptper money of. 200. 204. 205 

pvernmentto^, 6 - 1^1^5.10 tok. proBU a reward for 109 


imports and export* v.. • rQO-6331 anu ^ — r \'e 1932 aboruve, oo-*. one 

“r collection controvo«y._ o30-^g^ of Ko^v^^°“^ptper money of. 200. 204. 205 

forsTme“ani^.5hUlO;^oo^^^ lUak. proOU a reward ^ ^ 

‘rir«»b .< i-CS £ud°«;. 6 «j 3 « »■“" 

inflation 680, 681; 299 .• German 

deflation of lOSO-lO^V ggi- nmi- ^ occuparion and German 

SS -rij ^^g-gtS!T6;^on gold during credit 

outstanding and changes m. 
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Russia, significance of dictatoraliip in, 31j 
adoption of gold standard, 159 

Safety-fund system, for state banks of New 
York, 398, 399 

Savings banks, mutual and stock, 348-361; 
postal, 351-353 

Second Bank of the U.S., 370-395; establish- 
ment of, 385, 380; early management of, 
387; domestic exehango difiiculties, 388, 
389; policy of contraction, 389, 390; clash 
with state governments, 392, 393; at its 
prime, 393, 394; downfall of, 39-1, 395; 
withdrawal of government funds, 402; 
as central bank, 453; and government 
funds, 532, 533 
Secondary reserves, 217 
SecuriUes, and corporate earnings, 115; 
speculation in, 115, IIG; defiation of 
(1929-1933), 627-629 

Security affiliates, and Banking Act of 1933, 
705, 700, 707 
Seigniorage, 11 

Sherman Silver Purchase Act, 172, 173, 175, 
182 

“Shinning," 212 
"Shinplastors,” 219 
Short selling, 122 

Short-term capital, and international crises, 
334 

Short-term credit, and short-term capital, 
334 

Short-term indebtedness, and international 
panic, 334 

Short-term loans, function of commercial 
banks, 225; of reserve banks, discrimina- 
tion in favor of, 502, 503; and bank credit 
for speculation, 702, 703 
Sight biUs, in foreign exchange, 315 
Silver, free coinage of and market price, 10; 
market price of in 1929, 10; as primary 
money, 13; gold and, qualities of, 49, 50; 
gold and, fluctuations in supply of, 50-52; 
stability of over short periods, 50-52; in- 
stability from government policy, 52-54; 
demonetization of, and decline in value, 
53; gold and, instability over long periods, 
54, 55; why not used exclusively as money, 
58; gold and, under bimetallism, 60; 
changes in supply and demand, 62; com- 
pensatory action under bimetallism, 63- 
65; stabilitiy, under international bimetal- 
lism, 67-69; annual production of com- 
pared with gold, 69, 70; gold and, choosing 
between, 71-74; transportation and ex- 
change rate, 73; production of and rising 
prices, 112; gold and, concurrent circula- 
tion of in colonies, 136-138; overvalued 
under bimetallism in U.S., 142; quantity 
coined between 1792 and 1834, 143; ex- 
pulsion of by Coinage Act of 1834, 146- 


148; coinage of from 1830-1850, 147; 
coinage of on government account, 149; 
coinage of (1853-1858), ISO; coinage sus- 
pended in England, 153, 154; and Latin 
Union, 157, 158; free coinage of and 
panic of 1873, 161; decline in price follow- 
ing 1873, 163, 101; purchase of under 
Bland-,Alliaon and Sherman Acts, 172, 
173; falling price of in 1893, 175; Sccretaiy 
Carlisle advocate of free coinage, 175; 
demonetization of and faffing price level 
(1873-1896), 183, 184; driven out of 
circulation in colonies by credit money, 
201 ; purcliaaca of under Pittman Act, 509, 
510; coinage under Inflation Bill, 699, 
766. See also Bimetallism 

Silver certificates, security for, 7 n.; nature 
of, 11; not true representative money, 
14; in circulation, 20; first issue of, 164; 
nnd the Pittman Act, 509, 510 

Silver coinage, recommendations for sus- 
pension of, 171 

Silver coins, in small and largo denomina- 
tions, 58; hght-weight and heavy-weight, 
143, 144 

"SUver Dick” Bland, 178 

Silver dollars, full legal-tender power of,_9: 
in circulation, 20; export for Spanish 
dollars, 144; status of under Act of 1853, 
149; omission from coinage (1873), 152; 
restoration of legal-tender power of, 164; 
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